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THE  DEMAND  DEPOSIT  EQUITY  ACT  OF  1983 


WEDNESDAY,  SEPTEMBER  28,  1983 

House  of  Representatives, 
Subcommittee  on  Financial  Institutions 
Supervision,  Regulation  and  Insurance, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 
Washington,  D.C. 

The  subcommittee  met  at  10:05  a.m.,  in  room  2128,  Raybura 
House  Office  Building,  Hon.  Fernand  J.  St  Germain  (chairman  of 
the  subcommittee)  presiding. 

Present:  Representatives  St  Germain,  Annunzio,  Barnard,  Oakar, 
Patman,  Lehman,  Erdreich,  Carper,  Wylie,  Hansen,  McCollum, 
Lowery,  and  Wortley. 

Chairman  St  Germain.  The  subcommittee  will  come  to  order. 

Four  years  ago  the  process  of  deregulation  accelerated  when  the 
House  Banking  Committee  acted  on  H.R.  4986,  the  Consumer 
Checking  Account  Equity  Act,  in  response  to  the  U.S.  Court  of  Ap- 
peals' decision  on  transaction  accounts  and  to  the  just  demands  of 
the  Gray  Panthers,  an  organization  of  senior  citizens.  H.R.  4986  au- 
thorized transaction  accounts  for  individuals  and  nonprofit  corpora- 
tions nationwide  and  subsequently  became  part  of  the  Depository 
Institutions  Deregulation  and  Monetary  Control  Act  of  1980.  At 
hearings  on  H.R.  4986,  I  called  for  the  elimination  of  the  haif-cen- 
tury-old  prohibition  on  demand  deposit  interest  so  that  we  could 
get  out  of  the  business  of,  as  I  said  on  that  occasion,  "playing 
checking  account  hide  and  seek  with  the  American  consumer. '  At 
those  hearings  Deputy  Secretary  of  the  Treasury  Robert  Carswell 
stated,  and  I  quote: 

a  interest  bear- 


competitive  inequities  and  discrimination  against  individual  depositors.  It  im- 
i  sharp  limitation  on  the  ability  of  saving  institutions  to  offer  a  full  range  of 
'    individual  depositors  and  it  encourages  inefficiency. 

Those  remarks,  made  4  years  ago,  were  followed  by  passage  of 
the  Depository  Institutions  Deregulation  and  Monetary  Control  Act 
which  established  the  Depository  Institutions  Deregulation  Com- 
mittee. Two  years  later,  enactment  of  the  Garn-St  Germain  Act 
continued  the  process  of  deregulation.  Despite  our  legislative  ef- 
forts, we  have  not  been  successful,  however,  in  overcoming  the  fear 
of  direct  competition  held  by  some  of  the  depository  institution  in- 
dustry groups.  As  a  consequence,  once  again  we  are  considering  re- 
moving the  demand  deposit  interest  prohibition.  To  accomplish  this 
we  have  before  us  H.R.  3535,  the  Demand  Deposit  Equity  Act  of 
(1) 
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1983,  which  I  introduced  in  July,  and  H.R.  3895  the  DIDC's  pro- 
posed legislation  which  Mr.  Wylie  and  I  introduced  by  request. 

The  theory  of  deregulation  is  one  thing,  its  practice  is  something 
else.  The  big  corporations  and  the  well-to-do,  through  cash  manage- 
ment programs,  can  earn  a  market  rate  on  their  demand  deposit 
funds.  The  small  business  and  moderate  income  earners,  however, 
cannot.  I  introduced  the  Demand  Deposit  Equity  Act  of  1983  to  cor- 
rect this  situation.  This  legislation  will  remove  the  inequities  of  the 
past  and  allow  depository  institutions  of  all  kinds  to  pay  market 
determined  interest  rates  on  the  checking  account  funds  of  both 
their  business  and  personal  customers. 

The  DIDC's  bill  provides,  however,  that  if  the  account  balances 
are  less  than  $2,500,  there  is  an  interest  limit  of  5V*  percent — a 
level  well  below  market  rates.  It  is  hard  to  justify  retaining  such  a 
regulatory  restriction.  In  my  view,  it  is  time  to  take  the  final  step 
and  authorize  market  rate  demand  deposits  for  businesses  and  indi- 
viduals alike  and  eliminate  the  DIDC  minimum  balance  require- 
ment so  small  businesses  and  moderate-income  households  can 
benefit  from  deregulation.  In  the  simplest  of  terms,  what  we  seek 
here  is  a  freedom  of  choice  in  the  marketplace  for  the  customer 
and  financial  institution — nothing  is  mandated. 

I  have  asked  each  of  the  witneses  in  this  and  subsequent  hear- 
ings to  comment  on  the  role  of  the  so-called  money  brokers.  As  we 
proceed  to  complete  deposit  deregulation,  we  must  address  the  as- 
sociated risks  not  the  least  of  which  arise  from  the  unregulated  ac- 
tivities of  money  brokers  in  a  deregulated  market.  As  was  revealed 
most  recently  in  the  Penn  Square  Bank  failure  and  over  a  decade 
ago  in  the  Sharpstown  Bank  failure,  market  rate  deposits  attract 
specialized  deposit  brokers,  and  the  activities  of  these  so-called  bro- 
kers can  be  a  significant  factor  in  situations  that  create  great  risks 
to  the  Federal  insuring  funds. 

On  September  6, 1  wrote  to  the  Federal  regulatory  agencies  and  I 
asked  them  to  prepare  a  regulatory  proposal  to  address  the  risks 
associated  with  money  brokers.  I  expect  to  receive  their  recommen- 
dations early  next  week  and  will  ask  future  witnesses  in  this  series 
of  hearings  to  comment  on  the  agency  proposals.  We  should  be  in  a 
position  to  consider  thoroughly  the  proposals  when  the  regulators 
testify  in  late  October. 

Mr.  Wylie. 

Mr.  Wylie.  Thank  you  very  much,  Mr.  Chairman.  The  chairman 
has  done  his  usually  very  thorough  job  in  setting  forth  the  subcom- 
mittee's involvement  in  legislation  permitting  depository  institu- 
tions to  offer  interest-bearing  checking  accounts. 

I  have  had  the  privilege  of  serving  on  the  subcommittee  with  the 
chairman  from  the  limited  experiment  of  NOW  accounts  in  New 
England  down  to  where  we  currently  see  it  on  a  nationwide  basis. 

I  think  my  visual  reaction  is  that  it  is  logical  that  the  next  step 
should  be  to  permit  interest-bearing  demand  deposits  to  corporate 
customers.  The  two  bills  we  have  before  us  today,  H.R.  3535,  intro- 
duced by  the  chairman,  and  H.R.  3895,  introduced  on  behalf  of  the 
Depository  Institutions  Deregulation  Committee,  raise  several  in- 
terrelated issues  which  bear  scrutiny. 

First  is  the  impact  of  this  legislation  on  small  banks  and  small 
businesses.  It  is  clear  from  the  background  materials  provided  to  us 
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by  DIDC  that  the  main  beneficiary  of  the  legislation  would  be  the 
small  businesses  which  have  not  found  it  worthwhile  to  implement 
sophisticated  cash  management  techniques. 

On  the  other  hand,  small  banks  have  argued  that  these  bills 
would  unduly  reduce  the  earnings  of  small  banks  and  that  the 
small  banks  would  resort  to  increases  in  interest  rates  to  small 
business  borrowers  in  an  effort  to  compensate. 

That  is  a  subject  that  I  want  to  take  the  opportunity  to  get  into. 
Of  course,  although  legislation  authorizing  payment  of  required  re- 
serves has  been  proposed  by  our  colleague,  consideration  of  the  re- 
lationship between  this  proposal  and  the  hills  we  have  before  us 
today  will  offer  an  opportunity  to  determine  whether  the  plan  to 
pay  interest  on  required  reserves  would  soften  the  blow  suffered  by 
the  small  banks. 

Finally  there  are  differences  between  H.R.  3535  and  H.R.  3895  to 
be  considered.  I  have  not  made  up  my  mind  on  the  bills,  except  I 
must  say  that  it  does  seem  logical  that  there  should  be  interest 
paid  on  corporate  accounts. 

With  that  opening  statement,  Mr.  Chairman,  I  thank  you  again 
for  holding  these  hearings.  I  look  forward  to  hearing  from  the  wit- 
nesses and  having  an  opportunity  to  question  them. 

[The  texts  of  the  introduced  hills  mentioned,  H.R.  3535  and  H.R. 
3895,  a  comparison  chart  of  the  two  bills,  and  a  chart  "Significant 
Developments  Affecting  Interest-Bearing  Transaction  Accounts, 
1970  to  Date,"  follow:] 
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H.R.3535 


To  authorize  depository  institutions  to  offer  interest -bearing  demand  deposits. 


IN  THE  HOUSE  OF  REPRESENTATIVES 
July  12,  1983 
Mr.  St  Germain  introduced  the  following  bill;  which  was  referred  to 
Committee  on  Banking,  Finance  and  Urban  Affairs 


A  BILL 

To  authorize  depository  institutions  to  offer  interest-bearing 
demand  deposits. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  A?nerica  in  Congress  assembled, 

3  SHOET  TITLE 

4  Section  1.  This  Act  may  be  cited  as  the  "Demand 

5  Deposit  Equity  Act  of  1983". 

6  MEMBER  BANKS 

7  Sec.  2.  Subsection  (i)  of  section  19  of  the  Federal  Re- 

8  serve  Act  (12  U.S.C.  371a)  is  hereby  repealed. 

9  DEPOSITOBY  INSTITUTIONS 

10  Sec.  3.  Section  2(a)  of  Public  Law  93-100  (12  U.S.C. 

11  1832(a))  is  amended— 
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1  (1)  in  paragraph  (1)  by  deleting  the  words  "but 

2  subject  to  paragraph  (2)";  and 

3  (2)  by  striking  out  paragraph  (2). 

4  INSURED  BANKS 

5  Sec.  4.  Section  18(g)  of  the  Federal  Deposit  Insurance 

6  Act  (12  U.S.C.  1828(g))  is  amended— 

7  (1)  by  striking  out  the  first  sentence  of  paragraph 

8  (1)  thereof;  and 

9  (2)  by  striking  out  paragraph  (2). 

10  SAVINGS  INSTITUTIONS 

11  Sec.  5.  Section  5(b)(1)  of  the  Home  Owners'  Loan  Act 

12  of  1933  (12  U.S.C.  1464(b)(1))  is  amended— 

13  (1)  by  striking  out  subparagraph  (A)  and  inserting 

14  in  lieu  thereof  the  following: 

15  "(b)(1)(A)  An  association  may  raise  capital  in  the  form 

16  of  such  deposits,  shares,  or  other  accounts  (all  of  which  are 

17  referred  to  in  this  section  as  accounts)  as  are  authorized  by 

18  its  charter  or  by  regulations  of  the  Board,  and  may  issue  such 

19  passbooks,  certificates,  or  other  evidence  of  accounts  as  are 

20  so  authorized;"  and 

21  (2)  by  striking  out  the  first  two  sentences  of  sub- 

22  paragraph  (6). 

23  FEDERAL  CREDIT  UNIONS 

24  Sec.  6.  Section  205(f)  of  the  Federal  Credit  Union  Act 

25  (12  U.S.C.  1785(f))  is  amended— 
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(1)  in  the  second  sentence  of  paragraph  (1)  by 
striking  out  "Except  aa  provided  in  paragraph  (2), 
an",  and  inserting  in  lieu  thereof  "An";  and 

(2)  by  striking  out  paragraph  (2). 
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H.R.3895 


To  permit  the  payment  of  interest  on  demand  deposits  held  by  depository 


m  THE  HOUSE  OF  REPRESENTATIVES 

September  14,  1983 
Mr.  St  Obbkain  (for  himself  and  Hr.  Wylie)  (by  request)  introduced  the  follow- 
ing bill;  which  was  referred  to  the  Committee  on  Bulking,  Finance  and 
Urban  Affairs 


A  BILL 

To  permit  the  payment  of  interest  on  demand  deposits  held  by 
depository  institutions. 

1  Be  it  enacted  by  the  Senate  and  House  of  Represents 

2  lives  of  the  United  States  of  America  in  Congress  assembled, 

3  BHOBT  TITLE 

4  Sec.  101.  This  Act  may  be  cited  as  the  "Demand  De- 

5  posit  Deregulation  Act". 

6  PAYMENT  OF  INTEREST  ON  DEMAND  DEPOSITS 

7  Sec.  102.  (a)  The  first  and  second  sentences  of  section 

8  19(i)  of  the  Federal  Reserve  Act  (12  U.S.C.  371a)  are  hereby 

9  repealed. 
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2 

1  (b)  The  third  sentence  of  section  19{i)  of  the  Federal 

2  Reserve  Act  is  amended  by  striking  out  "Notwithstanding 

3  any  other  provision  of  this  section,  a"  and  inserting  in  lieu 

4  thereof  "A". 

5  Sec.  103.  The  first  sentence  of  section  18(g)(1)  of  the 

6  Federal  Deposit  Insurance  Act  (12  U.S.C.  1828(g)(1))  is 

7  hereby  repealed. 

8  Sec.  104.  The  second  sentence  of  section  5(b)(1)(B)  of 

9  the    Home    Owners'    Loan    Act    of     1933     (12     U.S.C. 

10  1464(b)(1)(B))  is  hereby  repealed. 

11  Sec.  105.  Section  19(b)  of  the  Federal  Reserve  Act  (12 

12  U.S.C.  461(b))  is  amended  by  striking  the  last  sentence  in 

13  subparagraph  (8XA)  and  inserting  in  lieu  thereof  the  follow- 

14  ing:  "This  subparagraph  does  not  apply  to  (1)  any  category  of 

15  deposits  or  accounts  which  are  first  authorized  pursuant  to 

16  Federal  law  in  any  State  after  April  1,  1980;  nor  (2)  an 

17  amount  equal  to  the  amount  by  which  current  total  demand 

18  deposits  exceeds  the  amount  of  demand  deposits  held  by  the 

19  institution  on  a  daily  average  basis  during  the  fourteen-day 

20  period  preceding  the  date  of  enactment  of  this  Act,  held  by 

21  each  depository  institution  located  outside  of  Connecticut, 

22  Maine,  Massachusetts,  New  Hampshire,  New  Jersey,  New 

23  York,  Rhode  Island,  and  Vermont,  except  as  permitted  by 

24  order  or  regulation  of  the  Board.". 
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1  Sec.   106.  Section  204  of  Public  Law  96-221  (12 

2  U.S.C.  3503)  is  amended  by  adding  at  the  end  thereof  a  new 

3  subsection  (c)  to  read  as  follows: 

4  "(c)  The  Deregulation  Committee  shall  not  later  than 

5  six  months  from  the  effective  date  of  this  Act  establish  rules 

6  permitting  the  payment  of  interest  on  demand  deposits  at  the 

7  same  rates  that  are  permitted  for  accounts  subject  to  with- 

8  drawal  by  negotiable  or  transferable  instrument  for  the  pur- 

9  pose  of  making  transfers  to  third  parties  authorized  under 

10  section  2(a)  of  Public  Law  93-100  (12  U.S.C.  1832(a)).  In- 

11  terest  may  not  be  paid  by  a  depository  institution  on  any 

12  demand  deposit  until  such  rules  are  issued  by  the  Deregula- 

13  tion  Committee.". 

14  Sec.  107.  (a)  Section  207(b)(2)  of  Public  Law  96-221 

15  (12  U.S.C.  3506(b)(2))  is  amended  to  read  as  follows:  "The 

16  first  sentence  of  section  18(g)  of  the  Federal  Deposit  Insur- 

17  ance  Act  (12  U.S.C.  1828(g))  is  amended  by  striking  out 

18  'payment  and'  and  by  striking  out  ',  including  limitations  on 

19  the  rates  of  interest  and  dividends  that  may  be  paid';". 

20  (b)  Section  207(b)(3)  of  Public  Law  96-221  (12  U.S.C. 

21  3506(b)(3))  is  amended  to  read  as  follows:  "The  second, 

22  fourth  and  seventh  sentences  of  section  18(g)  of  the  Federal 

23  Deposit  Insurance  Act  (12  U.S.C.  1828(g))  are  hereby  re- 

24  pealed;". 
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1  Sec.  108.  The  second  sentence  of  section  203(b)  of  the 

2  Depository  Institutions  Deregulation  Act  of  1980  (12  U.S.C. 

3  3502(b))  is  hereby  repealed. 

4  Sec.  109.  This  Act  shall  take  effect  one  hundred  and 

5  eighty  days  from  the  date  of  enactment,  except  that  section 

6  108  shall  take  effect  on  the  date  of  enactment  of  this  Act. 
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In  19)3,  congressional  concerns  that  payment  at  Interest  on  Interbank  demand 
deposits  had  contributed  to  the  Great  Depression  became  prominent.  These  concerns  led 
to  legislation  prohibiting  the  payment  of  Interest  en  all  demand  deposits  in  the  Banking 
Act  of  193).  Specifically,  man  concerns  were  that  New  York  banks  would  attract  funds 
from  rural  banks  via  such  deposits,  hurting  agriculture,  and  that  banks  paying  this  interest 
i  seek  risky  high-yielding  investments  to  meet  rate*  paid  by  their 
— Jtlng  zero-interest  coiling  on  demand  deposits,  together  with  the 
d  savings  deposits,  are  known  collectively  as  Regulation  Q. 


t  Savings  Bank  of  Worcester ,  MA,  files  a  plan  to  allow  savings 
account  withdrawal*  by  negotiable  orders.  Its  application  is  denied  by 
the  State  banking  commissioner.  Consumers  Savings  Bank  appeals  in 
court,  claiming  MA  dots  not  restrict  the  form  of  withdrawal   from 


d  loan  associations  otter  pre-authorlzed 


President's  Commission  on  Financial  Structure  and  Regulation,  the  "Hunt 
Commission",  recommends  that  the  prohibition  against  the  payment  ol 
interest  on  demand  deposits  be  retained  at  this  time.  Eliminating  this 
prohibition  along  with  the)  Commission's  other  recommendations,  could 
cause  thrifts  to  experience  dutintermedlatlon.  However,  the  Commission 
recommends  a  review  In  the  future  of  this  prohibition,  recognizing  that 
large  businesses  are  receiving  interest  on  assets  held  in  different  forms, 
(commercial  paper  and  other  instruments)  but  serving  the  purposes  that 
"  "~  """""inces  served  a  law  years  ago,  and  that  the  accounts 
a  and  individuals  would  not  be  so  easily  transferred 


NOV*  In  MA  and  NH,  only. 

Federal  Home  Loan  Bank  Board  authorizes  (temporarily  at  this  time) 
remote  service  units  (RSUs)  for  Federal  savings  and  loan  associations. 
RSUs  allow  customers  to  make  deposits  to,  or  withdrawals  from,  savings 
r  terminals  in  separate  locations  such  as 
retail*! 
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H.R.  1002*  -  Home  Mortgage  Disclosure  Act,  P.L.  94-700:  The  House 
Bonking  Committee  recommended  the  extension  of  NOW  accounts  na- 
tionwide in  it*  reported  version  of  H.R.  1002*.  However,  in  a  roll  call 
vote,  the  Home  struck  this  provision,  although  the  bill  Itself  passed  and 


S.  1267  •  Financial  Institutions  Act  of  1973:  Introduced  by  Senator 
Proxmire,  this  bill  would  have  authorized  NOV  accounts,  on  a  nationwide 
basis.  Hearings  were  held  before  the  Subcommittee  on  Financial 
Institutions  of  the  Senate  Banking  Committee,  and  it  was  reported  to  the 
full  Senate  on  November  20,  1973.  The  Senate  passed  the  measure  on 
December  II,  1973,  too  late  for  House  action  that  year.  No  action  was 
taken  on  a  companion  bill  in  the  House,  H.R.  3291. 

S.  2672,  PX.  94-222i  During  floor  debate  on  S.  2672,  a  bill  to  extend  the 
moratorium  an  taxation  of  interstate  banking,  the  Senate  accepted  an 
amendment  to  authorize  NOV  accounts  in  the  States  of  Maine,  Vermont, 
Rhode  Island  and  Connecticut.  The  bill  passed  the  Senate  on  December  i 
and  passed  the  House  on  December  IS,  1973.  It  was  approved  by  the 
President  on  February  27,  1976,  becoming  Public  Law  94-222  (State 
Taxation  of  Depositories  Act). 

House  Banking  Committee's  Financial  Institutions  and  the  Nation's 
Economy  (FINE)  Discussion  Principles  suggests  that  "the  prohibition 
against  paying  interest  en  demand  deposits  would  be  removed"  over  time, 
under  its  proposed  regulatory  structure.  Spedflcailyi  "All  Regulation  Q 
ceiling  rates  and  the  prohibition  against  paying  interest  on  demand 
deposits  would  be  removed  by  the  direction  of  the  proposed  Federal 
Depository  Institutions  Commission  according  to  a  schedule  which  would 
avoid  injury  to  the  depository  institutions  affected  and  to  the  flow  of 
capital  necessary  for  housing,  and  accompanied  by  a  method  of  continu- 
ing to  attract  deposits  in  a  period  of  rising  Interest  rates.  In  no  event 
would  these  ceilings  and  prohibitions  exist  later  than  five  years  after  the 
date  of  enactment  of  this  proposed  legislation. 

There  should  be  no  promise  of  final  review  of  this  action  before 
the  ceilings  are  eliminated  because  unless  institutions  are  sure  of  the 
demise  of  ceiling  rates,  they  will  not  engage  in  the  portfolio  adjustments 
necessary  to  allow  them  to  survive  In  a  world  without  ceilings  on  deposit 
rates.  The  Federal  Depository  Institutions  Commission,  in  consultation 
with  the  Federal  Reserve  Board  and  the  Federal  Home  Loan  Bank  Board, 
would  have  standby  authority  to  reimpose  interest  rate  ceilings,  subject 
to  Congressional  review,  should  this  be  required  by  any  financial 
emergency, 

"Savings  and  loan  associations,  credit  unions  and  mutual  savings 
banks  would  also  be  permitted  to  issue  demand  deposits  and  other  third 
party  transfer  arrangements.  In  the  case  of  credit  unions  such  demand 
deposits  and  third  party  arrangements  will  be  available  to  the  general 
public  only  in  the  case  of  a  community  credit  union  in  a  low-income 
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1977  —  Federal  credit  unions  ire  authorized  to  offer  share  drafts;  payment 
orders  strongly  resembling  checks,  against  interest-hearing  accounts, 
effective  1978. 

—  S.  166*  •  Consumer  Financial  Services  Act  of  1977:  On  June  9,  1977 
Senator  Mdntyre  introduced,  by  request  of  the  Administration,  S.  1664, 
a  bill  to  provide  nationwide  NOV  account*  and  share  draft  accounts. 
Senator  Mdntyre  also  introduced  S.  1S73  on  July  15,  1977,  which 
contained  similar  proposals.  Both  bills,  along  with  several  other  mea- 
sures were  referred  to  the  full  Committee,  which  reported  out  a  clean 
bill,  S.  2093  on  August  IS,  1977.  ThU  bill  retained  the  provisions  found 
in  S.  166*  relating  to  NOV  accounts.  No  further  action  commplated  In 
1977. 

—  KJt.  S9Sli     ThU  bill  wa*  Introduced  by  Congressman  St  Germain  to 

permit  federally  insured  banks  and  thrift  Institutions  to  offer  NOV 
accounts  and  share  draft  accounts.  The  Subcommittee  on  Financial 
Instituitions  held  hearlnp  on  this  hill,  virtually  Identical  to  S.  3035. 

197S  —  S.  3*99>  In  1971,  Senator  Mdntyre  Introduced  S.  3*99,  which  Incor- 
porated the  provisions  of  S,  2039.  During  Committee  consideration,  the 
bill  was  amended  to  permit  NOV  accounts  In  New  York  and  New  Jersey, 
but  not  to  the  remainder  of  the  country.  H.R.  14279  was  passed  in  lieu 
of  thisbllL 

—  H.R.  1*279  -  Financial  Institutions  Regulatory  and  Interest  Rate  Control 
Act,  PJ-.  93-6301  This  bill  was  introduced  by  Congressman  St  Germain 
to  extend  the  authority  of  the  Fed  to  regulate  interest  rates  on  deposits 
and  share  accounts  in  depository  institutions.  The  provisions  of  S-  3*99 
were  incorporated  into  the  bill,  and  passed  by  the  House  on  October  11, 
197a,  and  by  the  Senate  on  October  12.  However,  ai  enacted,  authority 
for  NOV  accounts  was  only  extended  to  New  York  State. 

r  Checking  Account  Equity  Act  of  197S:  Intro- 
It  Germain,  this  bill  would  have  eliminated  the 
prohibition  on  the  payment  of  interest  on  demand  deposits,  and  would 
have  allowed  thrift  institutions  to  offer  interest-bearing  demand  de- 
Federal  Reserve  and  Federal  Deposit  Insurance  Corporation  allow  banks 
to  make  automatic  transfer*  from  savings  to  checking  accounts,  on  a  less 
restrictive  basis  than  ATS  proposed  in  1976. 

U.5.  Court  of  Appeals  for  D.C.  Circuit  rules  on  combined  lawsuits 
brought  by  financial  competitors.  It  declares  that  bank  ATS  accounts, 
savings  and  loan  association  RSUs,  and  credit  union  share  drafts  are 
illegal.  American  Bankers  Association  v.  Connell.  68*  F.2d  933  (D.C. 
Or.  19791 


President's  Inter-Agency  Task  Force  on  Regulation  Q  recommends  that 
interest-bearing  transaction  accounts  be  authorized  for  all  federally 
insured  depository  institutions. 
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—  U.K.  3864  -  Consumer  Checking  Account  Equity  Act  of  1979:  Introduced 
by  Congressman  St  Germain,  mis  bill  vouid  have  eliminated  restrictions 
on  the  payment  of  interest  on  demand  deposits  and  would  have  permitted 
thrift  institutions  and  credit  unions  to  otter  demand  deposits.  This  bill 
also  provided  authority  for  depositor*  to  receive  interest  on  demand 
deposit*  from  ail  types  of  institution*.  Hearings  on  this  measure  were 
held  by  the  Subcommittee  on  Financial  Institutions  of  the  House  Banking 
Committee  and  due  to  trade  association  opposition,  a  dean  bill,  H.R. 
4916,  was  forwarded  from  the  subcommittee  to  the  full  Committee. 
H.R.  »9S6  stipulated  that  such  accounts  may  only  be  held  by  individuals 
or  nonprofit  organizations  in  the  form  of  NOW  account*. 

—  H.R.  *9M  -  Consumer  Checking  Account  Equity  Act  of  1979:  A* 
reported  from  the  House  Banking  Committee,  H.R.  4916  allowed  banks, 
thrift*  and  credit  unions  to  offer  individual*  and  nonprofit  organizations 
NOV  accounts  and  other  forms  of  interest-bearing  transaction  accounts. 
It  was  passed  by  the  House  on  September  11,  1979,  and  later 
incorporated  in  the  Depository  Institutions  Deregulation  and  Monetary 
Control  Act  of  1980,  Public  Law  96-221 . 

—  P.L.  96-161!  This  law  extended  temporarily  through  March  31,  1980,  the 
authority  of  commercial  banks  to  offer  automatic  transfer  account* 
(interest  bearing  savings  account*  that  may  be  automatically  transferred 
to  demand  deposit  accounts),  the  authority  of  federal  savings  and  loans 
to  have  remote  service  unit*  (RSUsl,  and  the  authority  of  credit  unions 
to  offer  share  drafts.  Also  banks  and  thrift  institution*  in  New  Jersey 
were  authorized  to  offer  NOV  accounts. 

—  PX.  96-221  (Depository  Institutions  Deregulation  and  Monetary  Control 
Act  of  1980)  is  enacted.  Title  II  (Depository  Institutions  Deregulation 
Act  of  1910)  creates  the  Depository  Institutions  Deregulation  Committee 
(D1DC)  to  oversee  the  end  of  all  limitations  on  Interest  on  deposits,  by 
1986.  Title  III  (Consumer  Checking  Account  Equity  Act  of  1980.  H.R. 
49S6)  permanently  authorizes  ATS,  RSUs,  and  share  drafts;  and  author- 
izes NOV  account*  nationwide,  for  individuals  and  non-profit  arganiza- 


S.  2179  -  Depository  Institutions  Amendments  of  1987,  P.L.  97-320:  This 
bill,  which  was  enacted  as  the  Gam-St  Germain  Depository  Institutions 
Act  of  1912,  Public  Law  97-330,  amended  the  1910  Depository  Institu- 
tions Deregulation  and  Monetary  Control  Act  to  make  It  clear  that  NOV 
account*  may  be  held  by  Federal,  State  and  general  purpose  local 
government*  and  their  agencies. 

x  ceilings  on  NOW  accounts  of  $2,500  or  more. 


DIDC  sends  draft  legislation  to  Congress  to  authorize  Interest-bearing 
transaction  accounts  for  businesses. 

As  of  September  19,  1983,  related  legislation  introduced  in  the  91th 
Congress  Includes)  H.R.  3333,  introduced  by  Congressman  St  Germain 
(authorizing  ail  depository  institution*  to  offer  interest-bearing  demand 
(tepositsh  and  HJt.  3893,  introduced  by  Congressman  St  Germain  at  the 
request  of  DIDC  (similar  to  HJt.  3J3J  but  retaining  authority  for  the 
DIDC  to  sat  ceilings  on  smaller  accounts  of  this  kind.) 
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Chairman  St  Germain.  Thank  you.  Mr.  Healey,  we'll  put  your 
entire  statement  in  the  record.  I  will  ask  you  to  proceed. 

STATEMENT  OF  HON.  THOMAS  J.  HEALEY,  ASSISTANT  SECRE- 
TARY FOR  DOMESTIC  FINANCE,  DEPARTMENT  OF  THE  TREAS- 
URY 

Mr.  Healey.  Thank  you. 

Mr.  Chairman,  Mr.  Wylie,  members  of  the  subcommittee,  I'm  not 
going  to  reread  my  statement,  but  I  would  like  to  make  a  few  open- 
ing comments. 

I'm  delighted  to  appear  before  you  and  offer  the  views  of  the  ad- 
ministration on  H.R.  3535,  the  Demand  Deposit  Equity  Act  of  1983. 
The  Depository  Institutions  Deregulation  Committee  has,  as  you 
mentioned,  also  proposed  legislation  which  would  permit  payment 
of  interest  on  demand  deposits,  and  accordingly,  my  comments 
today  will  apply  generally  to  both  of  these  bills. 

The  current  statutory  prohibition  against  payment  of  interest  on 
demand  deposits  traces  its  origins  to  concerns  raised  during  the 
banking  turbulence  of  the  late  1920's  and  early  1930's  when  it  was 
felt  that  excessive  competition  for  funds  among  banks  led  to  the 
payment  of  inordinate  rates  of  interest  on  deposits,  especially  those 
interbank  deposits  known  as  bankers'  balances. 

Presumably  this  great  competition  weakened  banks  by  increas- 
ing costs,  was  a  significant  element  in  the  detrimental  movement 
of  funds  from  rural  areas  to  money  center  banks,  and  also  a  factor 
which  caused  large  depositors  to  make  rapid  shifts  in  their  demand 
deposits  from  one  institution  to  the  other  in  pursuit  of  a  more  fa- 
vorable return,  thereby  eroding  the  stability  of  the  banking  system 
in  the  process. 

For  these  reasons,  as  well  as  in  order  to  offset  the  costs  of  meet- 
ing new  Federal  deposit  insurance  assessments,  Congress  prohibit- 
ed payment  of  interest  on  demand  deposits. 

However,  at  this  time,  the  1980's,  it's  quite  clear  that  the  argu- 
ments made  in  the  early  1930's  are  more  difficult  to  justify. 

First  of  all,  the  concerns  over  the  safety  and  stability  of  our 
banking  system  have  been  addressed  directly  and  effectively 
through  establishment  of  a  Federal  deposit  insurance  system.  Fur- 
thermore, subsequent  studies  have  revealed  that  in  the  1930's  local 
loans  generally  earned  more  than  bankers'  balances,  so  that  inter- 
est rate  competition  was  probably  not  an  explanation  for  the  move- 
ment of  rural  funds  to  money  center  banks. 

In  addition,  it  is  quite  clear  that  the  statutory  prohibition  on 
payment  of  interest  on  demand  deposits  has  itself  been  circumvent- 
ed to  a  significant  degree  in  recent  years. 

For  all  intents  and  purposes,  most  depositors  currently  have 
access  to  some  form  of  interest-bearing  transactions  account,  the 
prohibition  against  interest  on  demand  deposits  notwithstanding. 

For  one  thing,  depository  institutions  which  have  been  prohibited 
from  making  explicit  payments  of  interest  on  demand  deposits  can 
resort  to  the  payment  of  implicit  interest  through  the  provision  of 
low-cost  services  to  demand  account  holders. 
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The  DIDC's  staff  studies  concluded  that  large  business  firms  are 
currently  receiving  an  implicit  rate  equivalent  to  what  an  explicit 
market  rate  would  be  on  demand  deposits. 

Another  factor  eroding  the  prohibition  on  interest-bearing 
demand  deposits  has  been  the  recent  proliferation  of  innovative  ac- 
counts which  are  substitutes  for  those  demand  deposits. 

The  most  notable  innovation  in  this  respect  is  the  money  market 
mutual  fund  which  both  pays  market  rates  and  provides  transac- 
tion privileges,  and  even  Dankers'  balances,  the  evil  of  the  early 
1930'e,  have  reappeared  in  a  slightly  altered  form  in  the  Federal 
funds  market. 

More  recently,  the  MMDA  mandated  by  the  Garn-St  Germain 
Act  has  proved  to  be  a  tremendous  success  with  balances  amount- 
ing to  $366  billion  as  of  the  end  of  last  month,  an  amazing  perform- 
ance in  a  little  over  8  months. 

The  evidence  is  clear.  Consumers  and  depository  institutions  do 
respond  to  the  workings  of  the  free  marketplace. 

Since  many  transaction  balances  earn  close  to  a  market  rate, 
either  implicitly  or  explicitly,  we  believe  that  the  cost  implications 
for  depository  institutions  of  payment  of  interest  on  demand  depos- 
its would  be  of  manageable  size  and  largely  temporary,  and  though 
some  depositors  with  active  accounts  might  be  disadvantaged,  de- 
positors on  average  would  tend  to  benefit  from  the  permitting  of 
interest  on  demand  deposits. 

On  balance,  it  would  seem  that  interest-bearing  demand  deposits 
would  result  in  a  more  efficient  allocation  of  the  economy  s  re- 
sources. 

That  leads  us  to  the  legislation  before  us  today,  which  explicitly 
recognizes  the  incongruities  of  the  present  situation.  Specifically 
H.R.  3535  would  repeal  the  current  provisions  which  prohibit  pay- 
ment of  interest. 

In  addition,  the  proposal  would  repeal  the  provision  which  pres- 
ently limits  depository  institutions  to  offering  NOW  accounts  to  in- 
dividuals, nonprofit  organizations  and  governmental  units  but  not 
to  corporations. 

Finally  to  assure  symmetry,  H.R.  3535  would  allow  demand  de- 
posit accounts  at  Federal  savings  and  loan  associations  and  savings 
banks  also  to  be  held  by  any  individual  or  organization— including 
corporations. 

The  DIDC's  proposed  legislation,  H.R.  3895,  would  also  repeal  the 
existing  statutory  prohibitions  against  the  payment  of  interest  on 
demand  deposits  but  in  favor  of  transferring  to  the  Depository  In- 
stitutions Deregulation  Committee  the  authority  to  establish  rules 
concerning  such  payments. 

Moreover,  the  rules  established  by  the  DIDC  require  interest  to 
be  paid  on  demand  deposits  under  the  same  rate  limitations  as  cur- 
rently exist  for  NOW  accounts. 

A  difference  between  the  DIDC  proposal  and  H.R.  3535  involves 
the  eligibility  of  demand  deposit  account  holders.  Whereas  H.R. 
3535  effectively  grants  universal  eligibility,  the  DIDC  proposal  does 
not  address  the  eligibility  question. 

All  things  considered,  however,  the  administration  is  prepared  to 
support  H.R.  3535  subject  to  certain  qualifications.  For  one  thing,  it 
would  be  important  to  satisfactorily  address  some  of  the  technical 
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issues  raised  in  the  DIDC's  proposal,  issues  such  as  reserve  phase- 
In  differences  between  NOW  rates  and  demand  deposit  rates,  the 
effective  date  of  implementation,  and  other  issues  of  a  technical 
nature. 

Even  more  important,  however,  is  the  fact  that  H.R.  3535  signifi- 
cantly expands  the  authority  of  thrift  institutions  by  granting 
them  the  opportunity  to  offer  demand  deposit  accounts  to  corporate 
customers. 

In  our  view,  such  expansion  of  the  banklike  powers  of  thrift  in- 
stitutions would  be  better  addressed  as  part  of  a  comprehensive 
deregulatory  program  which  would  involve  all  depository  institu- 
tions. 

The  administration  has  submitted  a  proposal  to  deregulate  the 
holding  companies  of  such  depository  institutions,  and  we  would 
gladly  work  with  the  Congress  to  achieve  this  end. 

Before  I  move  to  brokered  deposits,  let  me  emphasize  the  admin- 
istration's support  for  the  DIDC's  request  that  the  current  statu- 
tory requirement  for  quarterly  meetings  be  suspended.  The  DIDC's 
task  is  virtually  completed,  and  they  should  be  allowed  to  graceful- 
ly declare  victory  and  not  have  their  quarterly  meetings. 

Let  me  turn  to  brokered  deposits.  I  understand  that  the  subcom- 
mittee is  concerned  with  this  question. 

As  you  may  know,  the  bank  regulators  have  agreed  to  require 
that  commercial  banks  and  mutual  savings  banks  begin  reporting 
the  amounts  of  brokered  deposits  received,  beginning  with  the  call 
reports  due  at  the  end  of  the  third  quarter  of  this  year.  This  will 
for  the  first  time  begin  to  provide  basic  information  in  understand- 
ing the  dimension  of  the  problem. 

In  addition,  as  the  chairman  mentioned,  regulatory  agencies  are 
preparing  reports  on  brokered  deposits,  which  reports  should  be  fi- 
nalized in  the  near  future.  As  part  of  its  review  of  the  Federal  De- 
posit Insurance  System,  the  Cabinet  Council  on  Economic  Affairs  is 
considering  the  same  issue. 

All  of  these  activities  should  give  us  a  better  understanding  of 
the  scope  of  deposit  brokering  and  what,  if  any,  specific  measures 
need  to  be  taken.  At  that  time  the  administration  will  be  pleased 
to  work  with  the  regulators  and  the  Congress  to  correct  abuses 
where  they  may  exist. 

In  reviewing  the  case  for  payment  of  interest  on  demand  deposits 
prior  to  coming  here  this  morning,  it  seemed  important  to  keep  in 
mind  that  many  other  financial  reforms  are  now  before  Congress. 
The  diversity  of  the  issues  is  almost  overwhelming. 

In  addition  to  interest  on  demand  deposits,  Congress  is  being 
asked  to  consider  product  expansion  for  depository  institutions,  the 
preemption  of  State  interest  ceilings,  regional  interstate  banking, 
interest  on  reserves,  secondary  mortgage  market  instruments, 
credit  and  debit  card  fraud,  and  a  number  of  other  issues. 

The  most  urgent  of  the  above,  in  our  viewpoint,  is  the  adminis- 
tration's proposal  to  allow  depository  institutions  to  expand  into 
new  activities  through  holding  companies.  Product  expansion  will 
become  progressively  more  important  to  bank  and  thrift  organiza- 
tions, especially  as  the  deregulation  of  deposit  liabilities  puts  in- 
creasing pressure  on  net  interest  margins. 
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We  also  believe  that  product  expansion  is  beneficial  to  consumers 
of  financial  services,  as  is  the  payment  of  interest  on  demand  de- 
posits. We  think  that  it  is  crucial  to  now  put  into  place  a  frame- 
work for  comprehensive  product  deregulation  and  that  the  pay- 
ment of  interest  on  demand  deposits  should  be  addressed  in  that 
context. 

That  ends  my  formal  statement.  Thank  you  very  much.  I  will  be 
happy  to  entertain  questions. 

[Letters  of  invitation,  dated  September  16,  1983,  and  September 
23,  1983,  to  Mr.  Healey,  and  Mr.  Healey's  prepared  statement,  on 
behalf  of  the  Department  of  the  Treasury,  follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Anlatant  Secietary  luf  Domestic  finance 
Department  of  the  Treasury 
15th  &  Permaylvania  Ave-  N.W. 
Vejrurujton,  D.C.  2OZ20 


The  Subcommittee  on  Flmndal  Initltutioni  Stjperviilon,  Regulation  and 
Ineuranee  will  commence  heeringt  on  September  TX  on  Kit  pravliloni  of  H.H. 
3535,  the  Demand  Depoali  Eijulty  Act  of  13*3,  which  would  authorln  the 
payment  of  bit eren  of  all  checking  accounts. 

At  you  knew,  nationwide  NOW  account)  were  created  In  the  93th 
Ccngreea.  However,  authority  to  extend  NO*  acoaunti  to  buelneete*  and 
csrperatlont  he*  been  Questioned,  and  In  June  the  Depoaltory  Inatitutlon* 
Deregulation  Committee  a*ked  the  Congriw  to  (peclf  ically  authorize  offering 
Intereit  bearing  demand  etpoeit  account*  to  all  onto  men  Including  bualnewet. 
Endoaed  lor  your  Inlormatlon  la  a  copy  of  the  floor  itatement  I  gave  when  I 
Introduced  H.R.  3535  laat  month.  Atao  encloted  li  ■  copy  of  The  atatement  I 
made  yenerdey  when  Mr.  Wylie  and  I  Introduced  the  AdmlnlnrationS  Imereit 
on  demand  depoeia  Mil  at  the  requeit  of  the  DIDC. 

ur  dhafgn—i  will  be  at  great  aHlnance  to  the 
-  "  "  — \  Accordingly,  we  have 
w  21  In  Room  2121  of  the 
Rayburn  Houae  Office  Building.  In  accordance  with  Committee  naea,  pleaat 
deliver  130  copiea  of  your  prepared  ttatemem  2*  hour*  in  advance  of  your 
appearance  to  the  Subcommittee,  Room  D303  Raybum.  It  li  aLn  requettad  that 
your  limit  your  oral  tcatlmony  to  10  minute)  to  enable  all  Subcommittee 
memben  sufficient  time  for  queitloning.  Yaw  prepared  itetcnient  will  he 
dlitrlbuted  to  all  Memben  of  the  Subcommittee  in  advance  of  the  hearing  and 
will  be  Included  In  ita  entirety  in  the  hearing  record. 


^C^^e^i\^u~jL^-. 
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U.S.  HOUSE  OF  REPRESENTATIVES 


September  U,  ISM 


Eon  or  aula  Thorns*  Healey 

Assistant  Secretary  for  Domestic  Finance 

Department  of  the  Treasury 

15th  4  Pennsylvania  Ave.,  N.W. 

Washington,  D.C.   2D23D 

Dear  Mr.  Healey: 

As  deposit  deregulation  proceeds,  the  role  of  third  party  intermediaries  or 
'money  brokers"  appears  to  be  becoming  Increasingly  significant.  In  Its 
deliberations  on  H.R.  3535,  the  Subcommittee  should  know  more  about  such 
activities.  Therefore,  In  addition  to  your  testimony  on  H.R,  3535  pursuant  to  my 
letter  of  September  16,  1983,  please  provide  the  Subcommittee  with  your  views 
on  the  public  risks  and  benefits  associated  with  the  activities  of  money  brokers. 
A  copy  of  my  recent  letter  to  the  federal  regulatory  agencies  concerning  money 
brokers,  end  related  material,  '  * 
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Statement 
of  the 
Honorable  Thomas  J.   Kealey 
Assistant   secretary  o£   tha  Treasury    (Doraei 

Financial   Institutions  Subcommltt 
of    thn 


Mr.    Chalman  and  Members  of  tha  Committee: 


I   wnl can*   this  opportunity   to  appear  before  you  and  offor 
the   views   of   the   Administration  on  H.R.    3535   —  the   "Demand   Deposit 
Equity  Act   of    1983".      The   proposed   legislation  addresses  an   issue 
important  to  the  ultimate  success  of  the  ongoing  process  of 
deregulation  of   our   traditional   depository   institutions   and   the 
creation  of   a   financial   services  marketplace  which   responds 
equitably   to   the  needs   of   both   consumers   and  business  entities. 

The   Depository   Institutions   Deregulation  Committee    (DIDO 
also   has  proposed   legislation  which   would  permit   the   payment 
of  interest  on  demand  deposits   [H.R.   3895  —  the  "Demand 
Deposit  Deregulation  act").     Accordingly,  my  comments  today 
will  apply   generally   to  both  H.R.    3535  and  H.R.    3895. 

Prohibiting   Interest   on  Demand   Deposits 

The   current   statutory  prohibition  against  the  payment   of 
interest  on  demand  deposits   traces   its  origins   back   to  a  number 
of  concerns   which   were   raised   during   the  banking   turbulence 
of   the   late   1920s   and  early   1930s.      In   this  regard,    it  was   felt 
that   "excessive   competition"   for   funds  among   banks   led   to   the 
payment   of    inordinate   rates  of    Interest  on  deposits,   especially 
the   Interbank  deposits   known  as   bankers'    balances.      Presumably, 
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this  deposit  rat*  comp«tltion~weakened   banks   by   increa: 

Also.    It  was   considered   to   ba  a  significant,   element    in 

of   funds   from  rural  areas   to  money   center  banks,    to   the   detriment 

of   the   former.      Finally,   deposit   rate   competition  was  viewed  as 

factor  which  cauaad   large  depositors   to  shift  their  demand 
accounts   from  one   institution  to  another   in  pursuit  of   the  most 
"'arable   return,   eroding   the   stability  of   the  banking   system 
the  process.      It   appears   that   for   these   reasons,    as  wall  as 
offset   the  costs   to   banks   of  meeting   new   Federal  deposit 
insurance  assessments.    Congress  moved   to  prohibit   the  payment   of 
est  on  demand   deposits. 

Specifically,  the  payment  of   interest  on  demand  deposits  by 
member  banks   was   prohibited   in   the   Banking  Act   of   1933.      The 
Banking  Act   of   1935  extended   this   prohibition   to   insured  non- 
member   banks   and  mutual  savings   banks.      And  the   recently- 
enacted  Garn-St  Germain  Act  extended   the  prohibition   to  Federally- 
chartered  savings   and  loan   associations  and  Federal  savings  banka 
(both   of   which    institutions   received   limited  demand  deposit 
authority   in  the   ssme   legislation*). 

Accordingly,  ss  Of  today, 
to  accept  demand  deposit  sccour 
from  paying   interest  on  those  accounts. 

Addressing   the  Concerns   of   the   l*30s 

Irrespective   of   the   validity   of   the  arguments  which  were 
made   in   the  early   1930s   in   support   of  prohibiting   interest  on 
demand  deposits,    it  seems  quite   clear   that  at   thla  time   such   a 
prohibition   ia  much  more  difficult   to   justify.      Host   important 
in   this   respect    is   the   fact   that  concerns  over   the  safety  and 
stability  of   our  banking   system  were   addressed  directly  and 
effectively   via  the   establishment   of   a   Federal  deposit   insurance 
aystam.      Relative   to   thia  deposit   insurance   system  any  contribution 
to  public   confidence   in   the   banking   system  baaed  on  prohibiting 
interest-bearing   demand  deposits   is  marginal  at   best.      Indeed, 


the  Garn-St  Germain  Depository   Institutions  Act   of   1982  permits 
Federally-chartered  savings  and   loan  associations  and   Federal 
Savings   banks   to  accept   the  demand   accounts  of   "those  persons 
or  organizations   that  have   a  business,   corporal 
or   agricultural    loan   relationship*  with   the   ini 
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for   demand   deposits  originated  with   the  regular  NOW  accounts, 
•hare   drafts,    and  ATS   (automated   transfer   from  savings)   accounts 
of   the   1970s. 

Mora  recently,    the  DIDC  authorized  depository   institutions 
to  offer  money  market  deposit  accounts   (MMDAs)  and  Super  NOWs. 
The   mmeia,   which  was  mandated   In   the  Garn-St  Germain  Act,    has 
proved   to  be   a  tremendous   success,    with  balances   amounting   to 
$366  billion  at   the   end  of    last  month,   an  amazing   performance 
in  only  a   little   over  eight  months.      The  evidence  of   this 
experience   is  clean      consumers   and  depository   institutions,   both, 
are  able  and  ready  to  respond  to  the  workings  of  a  free  marketplace 
to   their  mutual   advantage. 

For   all   intents  and  purposes,    then,   most  depositors  currently 
have  access  to  some  form  of  Interest -bearing  transactions  account  — 
the  prohibition  against   interest  on  demand  deposits  notwithstanding. 

Proposals   to   Deregulate   Demand   Deposits 

The  proposed  legislation  at  issue  before  us  today  —  the 

"Demand  Deposit  Equity  Act  of   1983"    (H.R.    3535)    —  explicitly 
recognizes   the   incongruities  of   the  present   situation.      Specifi- 
cally,  H.R.    3535  would  repeal   the   current  provisions   in   the 
Pederal   Reserve  Act,    the   federal  Deposit   Insurance  Act,   and   the 
Hone  Owners'  Loan  Act  which  prohibit  the  payment  of  Interest  on 
the   demand   accounts  of   member  banks.    Insured  nonmember  banks 
and   insured   branches   of   foreign  banks,   and  Pederal   savings  and 
loan   associations   and   federal   savings   banks,    respectively.      In 
addition,   the  proposal  would  repeal   the  provision   in   Public  Law 
93-100  which   presently   limits  depository    institutions   to  offering 
negotiable  order  of  withdrawal    (HOW)   accounts   to  Individuals, 
non-profit  organizations,    and  governmental  units.      The   effect   of 
this   provision  would   be   to  make  any   individual   or  organization, 
and   corporations   in  particular!   eligible   to  hold  such  accounts. 
Finally,    to  assure   symmetry   between   the    interest-bearing   trans- 
actions  account  authorities  of   banks  and   thrifts,   H.R.    3535 
would  allow  demand  deposit  accounts   at   Federal   savings   and   loan 
associations   and   Federal   savings   banks   likewise   to  be  held   by 
any   individual  or  organization   (including  corporations). 

An   alternative   and  somewhat  more   limited   approach   to   the 
payment  of   interest  on  demand  deposits  has   been   suggested   by   the 
Depository   Institutions   Deregulation  Committee.      The  DIDC's 
proposed   legislation  —  the   "Demand   Deposit   Deregulation  Act" 
(H.R.    3895)   —  would   repeal   the  existing   statutory  prohibitions 
against   the   payment  of   interest  on  demand  deposits   In   favor  of 
transferring  to  the  didc  the  authority  to  establish  rules 
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Million.*  Unfortunately,  nor.  enough  larg«  bank!  ($200  Million 
or  over  in  deposit*)  provided  data  broken  down  by  personal  and 
business  accounts   to  permit  reliable  estimates   of   their   implicit. 

Importantly,    in  examining   the   types  of   subsidized  services 
available   to  businesses  and   the   types   of   services   that   businesses 
of   various  sizes  utilize,   DIDC   staff   concluded   that   large   business 
firms   are   currently  receiving  an    Implicit   rate  equivalent   to 
what   an  explicit  market   rate  would  be.      This  may  be  explained  by 
the   fact   that   the   competition   among   banks   for  the   large   demand 
balances   of   bigger   firms   is   stiff   and,   as  a  consequence,    large 
business  entititss  are  able   to  extract  a  wide  variety  of   services 
from  their  banks  as   compensation  for  their  deposits. 

Another  factor  eroding  the  meanlngfulneas  of  the  prohibition 
on   interest-bearing  demand  deposits  has   been   the  proliferation 
in  recent  years  of  innovative  accounts  which  msy  serve  as 
substitutes   for  demand  deposits.      Clearly,    the  most   notable 
financial  market   innovation   In   this   respect  has   been   the  money 
market  mutual   fund   (HHP)   which   provides   an   investment  vehicle 
paying  market   rates  and  extending   transaction  privileges. 
HMPs   have   been  successfully  marketed   to  both  individuals   and 
Institutions  and  were   largely  responsible   for   the   subsequent 
creation  of   a   competitive  account  at  depository   institutions. 
Other   significant  market   innovations  which  serve  as   substitutes 
for   Interest-bearing   demand   deposits   include   sweep  accounts 
and  repurchase   agreements. 

Even  bankers'    balances,    which  were  a  primary   target  of 
the  original  prohibition  on   the  payment  of   Interest  on  demand 
deposits,    seem  to  have   reappeared   in  an  altered   form.      Indeed, 
the   Federal   funds   market   now  allows  depository   institutions 
and  certain  other  lenders  to  place  very  short-term  funds  at 
a  market   interest   rate   with   borrowing   banks,   most  of   which  are 
large  money  center   banks. 

.elative   and   regulatory  actions   have 
.nterest-tjearing  deposits  with  trans- 
actions   capabilities    ana    to   keep    such    deposits    legally   distinct 
from  demand  deposits.      These   officially-sanctioned   substitutes 


To  the  extent  that  business  demand  deposit  holders  at  these 
banks  utilized  additional  subsidized  services  beyond  account 
:e  the  implicit  rates  of  Interest  would  be  somewhat 
of   that   reported. 


,vGoogIe 


for  demand  deposits  originated   with   the  regular  NOW 
share   drafts,    and  ATS   (automated   transfer   from  savings 
of   the   1970s. 

Hore  recently,    the  OIDC  authorized  depository  institutions 
to   offer   money  market  deposit  accounts    (HMDAs)   and  Super  NOWs. 
The  MMDft,    which  was  mandated   in   the  Garn-St  Germain  Act,    has 
proved   to  be   a   tremendous   success,   with  balances  amounting   to 
536G  billion  at   the  end  of   last  month,    an  amazing   performance 
In  only  a   little  over  eight  months.      The  evidence  of   this 
experience    is   clean      consumers   and  depository    institutions,    both, 
are   able   and   ready  to  respond   to   the  workings  of  a   free  marketplace 
to   their  mutual   advantage. 

For   all   intents  and  purposes,    then,   most  depositors  currently 
have  access   to   some   form  of   f    " 
the  prohibition  against  intei 

Proposals   to   Deregulate   Demand   Depos: 


The   proposed   legislation  at   issue   before  us   today  - 


"Demand  Deposit  Equity  Act 
recognizes  the  incongruities 
cally,  H.R.  3535  would  repea 
Federal   Reserve  Act.    the  rede 


the  demand   accounts   of   membc 

and  insured  branches  of  Ec 

llatiof 


1  deposits  notwithstanding. 


1983"    (H.R.    3535)   ~  explicitly 
if    the  present   situation.      Specifi- 
the   current  provisions   In  the 

Deposit   Insurance  Act.   and   the 


which  prohibit  the  payment  of    lnl 


:  banks 
tign  banks,   and  Federal  savings  and 
ivings   banks,    respectively.      In 
addition,    the   proposal  would  repeal   the  provision   in   Public  Law 
93-100  which   presently   limits  depository    Institutions   to  offering 
negotiable  order  of   withdrawal    (NOW)   accounts   to   individuals, 
non-profit  organizations,    and  governmental  units.      The  effect  of 
thia   provision  would  be   to  make  any   individual  or  organization, 
and   corporations    in  particular,   eligible   to  hold  such   accounts. 
Finally,   to  assure  symmetry  between  the   interest-bearing   trans- 
actions  account  authorities  of   banks  and   thrifts,    H.R.    3535 
would   allow  demand  deposit  accounts  at  Federal  savings  and   loan 
associations   and   Federal   savings   banks   likewise   to  be   held   by 
any   individual   or  organization    (including   corporations). 

An  alternative   and   somewhat  more   limited  approach   to   the 
payment  of   Interest  on  demand  deposits   has   been   suggested   by   the 
Depository   Institutions   Deregulation  Committee.      The  DIDC'a 
proposed   legislation   —   the   "Demand  Deposit   Deregulation  Act" 
(H.R.    3895)    —  would   repeal   the  existing   statutory  prohibitions 
against   the   payment   of   Interest  on  demand  deposits   In   favor  of 
transferring   to   the  DIDC   the  authority   to  establish   rules 
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concerning  such   payments.      Moreover,    tha   rules   established 
by   tha  DIDC  would   require   interest   to  be  paid  on  demand  deposits 
under   the   same   rate   limitations-)   as  exist   for  NOW  accounts. 
Under   current   conditions,    therefore,   demand  deposits  of   under 
$2,500  would  be  subject   to  the  sane   5-1/4  percent  rate   ceiling 
that    applies    to  NOW  accounts   of    under   $2,500;    demand   deposits   Of 
$2,500  or  more  —   like  Super  MOWS  —  would  0*  ceiling-tree. 

The   purpose   of    "linking"   demand  deposit   rates   to  HON  account 
rates   is   to  prevent   the  sudden  and   significant  srosion  of   the 
effectiveness   of   the   present   ceilings   on  NOW  accounts  of   leas 
than  $2,500  and  on  passbook  savings  accounts.     If  this  were  not 
done   it   ts   likely   that  both  of   these   celllnged  accounts  would  be 
abandoned  by  depositors  in  favor  of  ceiling-free  demand  deposits, 
with   the  obvious   cost  consequences   for   institutions. 

Another  significant  difference   between   the  DIDC  proposal 
and  H.R.    3535   involves   the   'eligibility*   of  demand  deposit 
account  holders,      whereas   H.R.    3535  effectively  grants   universal 
eligibility   for   interest-bearing  demand  deposits,   the  DIDC 
proposal  does  not  address   the  eligibility  question.      This   is 
not  due   to  a   lack  of   concern   for  equal   demand  account   authorities 
at   banks   and   thrifts.      Indeed,    the  Committee   already  has  con- 
sidered, authorizing   a   fully   transactional  MMDA  which  would  achieve 
this  objective  and   It   remains  of   the   view  that   It  Still  can 
authorize   such   an  account.      However,    in  view  of   the   fact 
that  Congress   just  recently  defined  the  eligibility  conditions 
for  demand  accounts   at  Pedsral  savings   and   loan  associations 
and   Federal   savings   banks,   and   to  eliminate   the   potential   for 
litigation,    it  seemed  only   proper  at  this   time   to  allow  Congress 
to  decide   the   issue. 

In  other   respects,   also,   these   two  proposals   to  deregulate 
demand  deposits  differ.      Por  example,    H.R.    3535  would  clarify 
the  authority  of  member  and   Insured  nonmember   banks   to  permit 
automatic   transfers   from  savings   accounts   to  demand  deposit 
accounts;   the  DIDC  proposal   does   not   Include   a  comparable 
provision.      And,   unlike   H.R.    3535,   the  DIDC  would  amend  the 
transitional  provisions   for  the   phase-in  of   reserve   require- 
ments  under   the   Depository   Institutions   Deregulation   and  Monetary 
Control  Act   of   1980  by   including   provisions   to  reduce   the  potential 
of   depository   institutions  converting   fully-reserved  NOW  accounts 
1   demand   depos '  -    -    . 

All  things  considered,  the  Administration  is  prepared  to 
support  H.R.  3535  subject  to  certain  qualifications.  For  one 
thing,    it  would  be   important  to  satisfactorily  address  some   of   the 
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t«chnlcal    issues   raised   in   tha   OIDC  proposal    (e.g.,    the  question 
of    raaarva   ptiasa-in,    difforoncas   between  NOW  rates  and  datund 
deposit  rates,    tha   effective  data  of    implementation,   ate).      But 
•van  mora    important    ts   tha   fact    that  H.R.    3535   significantly   expands 
th«  authorities  of   thrift   institutions  by  granting  them  tha 
opportunity   to  offer  demand  deposit  accounts  to  corporate  customers. 
In    our   view,    such  an   expansion  oE    the  bank-like   powers  of   thrift 
institutions   would   be  better   addressed   as  part  of   a   comprehensive 
d n regulatory   program   for  depository    institutions,    such  as   tha 
Administration's   proposal    to  deregulate  depository   institution 
holding   companies.      He  would  gladly  work  with  Congress   to  achieve 
this  end. 

Finally,    tha  Administration  wants   to  emphasise    its  support 
far   the  DIDC's   request   that  tha  current  statutory  requirement  for 
quarterly  meetings   be  rescinded. 

Economic    Effects    of    Deregulation 

Putting  aside  differences  In  detail,  it  la  abundantly  clear 
that  both  of  these  proposals  to  deregulate  demand  deposits  move 
in  the  right  direction.  The  authority  to  pay  Interest  on  demand 
deposits  ia  long  overdue  and  continued  opposition  to  such  authority 
will  only  delay  the  benefits  to  be  derived  from  a  more  rational 
financial  system. 

The  deregulation  of  demand  deposits  can   be  expected   to  benefit 
the  economy  by  promoting  more  efficient  resource  utilization  over- 
all.     For  one   thing,    the  explicit  pricing  of  demand  depoaita  will 
make   it   easier   for   households  and   business  entitles    to   determine 
the  optimum  composition  of    their  asset  portfolios.      This   Is   so 
Because    the  uncertainties  and  differences   among  asset  holders 
regarding   the  market  value   of    "bundled"   and   "subsidized"    demand 
deposit   services   would   be   replaced   by  specific  price/service 
relationships,    thereby    allowing  more  rational  decision-making 
throughout  the  economy  at   large. 

Also,    the   payment  of   explicit   interest  on  demand  deposits 
should  contribute   to   the  conservation  of  private  and   public 
resources   for  purposes  mora   productive    than   that  of   developing 
new   financial    instruments  which  offer  little  more    than  a  means 
for  circumventing    the  statutory   prohibitions  against  auch    interest 
payments. 

Perhaps   that   sector  of    the  economy  which  would   benefit 
most    from  permitting  explicit    interest  on  demand   deposits 
would  be    the   small   business   sector.      Unlike    Individuals,    non- 
profit  organizations.,  and  governmental  units,    business  entitles 
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do   not  qualify    for   regular  NOWs   or  Super  NOHb ,    both  of   which 
pay   explicit   interest   and  allow  unlimited   transactions.      And/ 
unlike   large   business  organizations,   small   businesses   tend   to 
lack   the   financial    leverage   and  managerial  sophistication 
required   to  realize   either  an   implicit   rate  of   return  on   their 
demand   deposits  comparable   to  a  market   rate  or   to  encounter 
a   sufficiently   satisfactory  substitute   for  demand   deposits. 

This   is  not    to  say,   however,    that  no   sector  of   the  economy 
will   be   adversely   Impacted  by  permitting   the   payment  of   interest 
on  demand   deposits.      DIDC   staff  analysis   suggests   that   in   the 
short  run,  at  least.,   the  earnings  of  commercial  banks  could  be 
adversely   impacted.      For  example.    It  was  estimated   that  the 
transitional  effect  on   th«  overall   1982  pre-tax  earnings  of 
commercial   banks  could   amount   to  a   reduction  of   $1   to  S2  billion, 
or  5  to   1U  percent.      The   smallest  commercial   banks    (assets   of 

of   SI   billion  or   more)   would   suffer  approximately  the  same 
earnings   impact  —  ranging   from  a   low  of   4-1/2  percent   to  a 
high  of   9  percent   of    1982  pre-tax  profits.      Medlum-^ize   banks 
(SluU  million   to   SI   billion)   are  expected   to  experience   the 
most   severe   transitional  earnings   reduction   —  estimated   to 
range    from  a    low  of   6-1/2  percent   to  a  high   of   13  percent  of 
their   1982  pre-tax  profits.      The  greater   impact  on  earnings 
at  medium-size   banks   can  be  explained   by   the   fact   that   these 
institutions   tend   to  have  a   relatively   high   reliance  on   business 
demand  deposits    (which   are  generally  more  costly   than  other 
ownership  categories)   and   also  have  a   relatively  high  share  of 
these   deposits   held   by   small-  and  medium-size   companies    (those 
that  are   likely   to   result   in   increased  deposit  cost). 

Thrift   institutions   are  not  expected   to  be   adversely 
impacted  by   permitting   the   payment   of   Interest  on  demand 
deposits.      Demand   accounts   represent   a  much   smaller  proportion 
of   their  deposits   than   is   the  case  at   commercial   banks,   and 
any   increase   In  now  account  costs  would  be   relatively  minor 
since   the   combined   explicit   and   implicit   cost  of   NOWs   already 
approximates   a  competitive   rate. 

On  balance,    it   is  our   viewpoint   that   the  economic  benefits 
to  be   had   from  deregulating  demand  deposits   will,    in   the   long 
run,   more   than  compensate   for   any   of   the  short   run   transitional 
costsinvolved.  * 


In  reviewing  the  case  for  the  payment  of  interest  on  demand 
deposits  it  is  important  to  keep  in  mind  the  many  other  financial 
reform  proposals   now  before   the  Congress.      The   diversity  of 
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issues,    in   fact,    la   almost  overwhelming .      In  addition   to  the 
question  of    interest  on  demand  deposits,    Congress   is  being   asked 
to  consider   product  expansion   for  depository   institutions,    the 
preemption  of   state   interest  ceilings,   regional    interstate  banking, 
interest  on   reserves,   secondary  mortgage  market   instruments, 
credit   and  debit  card  fraud,   and  others. 

The  most   urgent  of   the  above,    in  our  viewpoint,    is  the 
Administration's   proposal   to  allow  depository    institutions   to 
expand    into   new  activities   through  holding   companies.      Product 
expansion  will   become   progressively  more   important   to  bank   and 
thrift  organizations  over   time,   especially  as  the  deregulation 
of  deposit  liabilities  puts  increasing  pressure  an  net  interest 
margin.    I.e.,    the  difference  between    interest  expense  and 
interest   income.      Under   these  circumstances   fee-based   income 
will  become  a  critical   element   in  profitability  and  we   should 
now  be   putting    into   place  a   framework   for  new  depository 
institution   services   to  accommodate   this  need. 

In   conclusion,   while   the  Administration  can  support  the 
payment  of   interest  on  demand  deposits  as  a  matter  of  principle, 
it  seems  quite  clear   to  us   that  demand  deposit  deregulation 
should  be   viewed   within   the  context  of   a  commitment   to  more 
comprehensive   product  deregulation. 

Brokered   Deposits 

Finally,    Mr.   Chairman,    I   understand   that   the  Subcommittee 
also   is  concerned  with   the   question  of   brokered  deposits.      Me 
are   not  opposed   to  Brokered   accounts   on  principle   for  we   believe 
that   brokers   provide  a   necessary   service   to  depositors  and 
depository  institutions,  allowing   the  market  to  operate  freely. 
However,   we  recognize   that   some    institutions  are  using   brokered 
accounts   Inappropriately   and   this   increases   the   Federal    insurance 
corporations'    risks. 

As  you  may   know,    the  bank   regulators   have   agreed   to 
require   that  commercial   banks  and  mutual   savings   banks  begin 
reporting   the  amounts  of   brokered   deposits   received   beginning 
with   the   call   reports  of   the   third  quarter  of   this   year.      In 
addition,   the  Federal   bank   regulatory   agencies  are  preparing 
reports  on  brokered   deposits   which  should  be   finalized   in   the 
immediate   future.      In    its   review  of   the  Federal   deposit   insurance 
system,    the   Cabinet   Council   on   Economic  Affairs   is   also 
considering   this   same   issue- 
All   of    these   activities   should  give   us  s   better  understanding 
of   the   scope   of  deposit  brokering  and  what,    if   any,   specific 
measures   need   to  be   taken.      At   that   time,    the  Administration 
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Chairman  St  Germain.  Thank  you,  Mr.  Healey. 

We  will  ask  our  staff  to  work  with  your  staff  on  further  technical 
differences  in  H.R.  3535. 

Second,  in  your  analysis  of  H.R.  3535,  is  there  anything  that 
mandates  payment  of  interest  on  demand  deposits? 

Mr.  Healey.  No;  I  think  the  market  will  mandate  the  payment 
of  interest. 

Chairman  St  Germain.  What  this  does  is  exactly  what  the  ABA 
has  been  asking  for  all  these  years,  right?  Let  the  marketplace 
take  over? 

Mr.  Healey.  I  don't  know  if  the  ABA  has  been  asking  specifical- 
ly for  this. 

Chairman  St  Germain.  No,  no,  no.  What  they  asked  for,  you 
know,  is  give  us  a  level  playing  field  and  all  that.  So  we  do  not  say 
to  anyone  you  must  pay  interest  on  demand  deposits.  We  are 
saying,  look,  you  keep  telling  us  it  is  a  competitive  atmosphere  out 
there.  Therefore,  we  are  going  to  allow  you  to  compete. 

Is  that  not  correct? 

Mr.  Healey.  That  is  absolutely  correct. 

Chairman  St  Germain.  I  would  say  to  you,  the  one  motivation  of 
this,  for  one  who  happens  to  be  chairman  of  the  subcommittee,  is 
very  simple;  I  didn't  introduce  the  legislation  for  the  benefit  of  any 
financial  institution.  I  think  we  did  a  lot  for  them  last  year  in 
Garn-St  Germain.  We  helped  them  tremendously. 

The  reason  for  this  bill  is  to  benefit  the  customer.  This  is  where 
we  want  to  help  the  customer. 

You  know,  when  I  read  bankers'  notes,  ABA  says  it  opposes  pay- 
ment of  interest  on  demand  as  a  stand-alone  measure  but  could 
support,  if  it  were  accompanied  by  legal  and  regulatory  changes  to 
mitigate  the  resulting  increases  in  the  cost  of  funds. 

I  mean,  you  know,  they  don't  care  about  the  consumer  deposits. 
All  they  care  about  is  that  they  are  seeking — and  I  am  told  by 
little  birds  that  come  flying  into  my  office  that  they  look  upon  this 
as  a  vehicle. 

Well,  I  will  use  your  appearance  here  today  to  let  them  know 
that  if  that  is  the  case  I  will  let  the  consumers  of  this  Nation  make 
their  case  for  this  bill.  But  as  far  as  it  being,  you  know,  a  vehicle, 
we  are  not  going  to  make  this  a  train. 

This  little  trolley  car  is  not  going  to  end  up  being  a  freight  train. 
If  they  get  too  ambitious,  well,  we  will  just  pack  our  bags  and  walk 
home. 

Mr.  Barnard. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  if  I  might,  I  would  like  to  direct  an  inquiry  to 
you.  Probably  you  have  already  answered  the  question,  but  first  of 
all,  I  do  want  to  say  I  congratulate  you  on  introducing  this  legisla- 
tion in  such  a  timely  way,  and  I  thmk  that  your  bill,  as  has  been 
structured,  is  a  good  bill;  and  I  see  no  reason  why  it  shouldn't  get 
good  support  up  and  down  the  line. 

I  was  informed  yesterday  by  staff  that  the  bill  had  been  struc- 
tured so  that  no  amendments  could  be  offered,  none  whatsoever, 
and  that  any  offered  would  not  be  germane.  I  can  understand  that. 
I  think  you  just  inferred  that  you  don't  want  to  see  it  loaded  up 
with  a  lot  of  other  amendments,  and  I  concur  in  that. 
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One  thing  that  does  concern  me  though.  Of  course  I  have  been 
quoted  as  saying  that  I  would  hope  that  the  bill  could  be  amended 
to  include  mandating  interest  on  reserves.  I  said  that,  and  I  sup- 
port that,  and  I  am  disappointed  that  I  have  now  learned  that  it  is 
not  germane  to  this  particular  bill. 

And  since  Mr.  Wylie  did  include  my  bill  in  his  comments,  I 
would  like  to  Bay  that  in  considering  interest  on  demand  deposits  I 
feel  like  you  have  got  to  look  at  the  overall  posture  of  the  whole 
thing.  I  think  that  reserves  on  demand  deposits  are  a  very,  very 
significant  factor  in  it. 

And  if  my  memory  serves  me  right,  up  to  12  percent  of  a  bank's 
demand  deposits  have  to  be  on  reserves.  That  means  that  there  is 
no  income  produced  from  those  reserves. 

Well,  back  in  the  early  part  of  the  year  H.R.  1013  was  introduced 
only  to  provide  equity  in  the  marketplace.  In  other  words,  it  re- 
quired the  Federal  Reserve  to  pay  interest  on  reserves  required  for 
money  market  funds  and  the  super  NOW  accounts. 

The  whole  purpose  of  that  was  to  provide,  again,  equity  in  the 
marketplace.  In  other  words,  you  can  t  ask  an  institution,  regard- 
less of  what  it  is,  to  pay  a  rate  of  interest  when  they  are  being  pe- 
nalized to  a  certain  degree  because  of  reserves. 

I  say  that  to  indicate  that  I  feel  the  same  way  about  this  particu- 
lar legislation.  I  feel  like  what  has  been  structured  here  is  struc- 
tured in  the  interest  of  what  is  fair  in  the  marketplace. 

I  will  say  this:  The  whole  mark  of  St  Germain  philosophy  has 
always  been  fairness,  but  I  think  in  the  interest  of  fairness  in  this 
particular  situation,  it  is  wrong  to  require  some  institutions  to  keep 
12-percent  reserves  and  earn  nothing  on  them  at  the  same  time 
that  we  are  not  mandating — no,  not  at  all — but  we  are  subjecting 
them  to  the  marketplace  with  one  hand  tied  behind  them. 

I  would  say,  Mr.  Chairman,  I  don't  know  what  it  would  take  to 
try  to  convince  you  otherwise,  but  I  would  hope  that  somewhere 
along  the  line  you  could  at  least  include  some  consideration  in  re- 
sponse to  that.  The  same  bill  has  been  introduced  in  the  Senate, 
and  likewise,  on  numerous  occasions  the  Chairman  of  the  Federal 
Reserve  has  supported  the  payment  of  interest  on  reserves  in  order 
to  permit  this  equity. 

So  I  would  just  say  that  I  hope  that  some  consideration  could  be 
shown  to  this  little  feeble  effort  to  create  fairness  in  the  market- 
place. 

Chairman  St  Germain.  Will  the  gentleman  yield? 

Mr.  Barnard.  Yes,  I  will  yield. 

Chairman  St  Germain.  The  gentleman  makes  a  vast  understate- 
ment when  he  says  that  anything  he  does  or  proceeds  to  do  is 
feeble. 

I  think  the  gentleman  also  appreciates  the  fact  that  over  the 
period  of  time  we  have  been  working  together  and  serving  together 
on  this  committee  we  have  been  able  to  work  together  with 
common  goals,  and  the  Chair  has  always  entertained  and  given  the 
gentleman  from  Georgia  full  attention  when  he  seeks  to  make  a 
case. 

That  does  not  mean  to  say  that  one  would  necessarily  have  to  do 
it  in  this  legislation.  By  the  same  token,  as  I  say,  we  are  going  to 
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open  our  eyes,  see  where  we  can  reach  an  agreement,  and  see  what 
we  can  do  to  accommodate  the  gentleman's  concerns. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman.  I  appreciate  that. 

Mr.  Healey,  just  tell  me  what,  in  making  this  recommendation, 
were  some  of  the  elements  that  you  were  considering? 

You  probably  have  already  alluded  to  them,  but  refresh  my 
mind. 

Mr.  Healey.  In  terms  of  coming  out  with  the  formulation  of  the 
recommendation,  some  of  the  elements  we  looked  at  were  the  cost 
of  this  deregulation  to  the  financial  institutions,  the  benefits  to  the 
consumer,  and  the  forward  movement  that  this  kind  of  prohibition 
removal  would  make  in  the  general  goal  of  deregulation  of  liabil- 
ities in  financial  institutions. 

Mr.  Barnard.  What  were  their  thoughts  as  far  as  the  costs  were 
concerned?  In  other  words,  did  you  take  into  consideration  that  of 
the  14,600  banks  in  the  country,  probably  9,000  of  them  are  small 
banks  whose  percentages  of  demand  deposits  were  probably  greater 
than  the  large  money  center  banks?  Aren't  they  going  to  have  a 
little  bit  of  difficulty  in  adjusting  automatically  to  paying  interest 
on  demand  deposits? 

Some  of  these  institutions  are  vulnerable  to  the  degree  that  they 
would  have  as  much  as  12,  15,  20,  maybe  30  percent  of  their  depos- 
its in  demand  accounts.  Isn't  that  subjecting  a  lot  of  deposits  to  in- 
terest at  one  time? 

Mr.  Healey.  It  is  potentially,  but  the  staff  made  a  thorough 
study  of  that  question  because  of  its  obvious  significance.  We 
looked  at  three  different  kinds  of  banks — the  small  banks,  medium- 
sized  banks,  and  then  the  very  large  banks,  and  we  looked  at  the 
estimated  first-year  earnings  impact  from  paying  interest  on 
demand  accounts. 

Now  obviously,  these  are  estimates.  We  are  trying  to  estimate 
the  impact  of  an  activity.  But  the  conclusion  was  that  the  impact 
on  very  small  banks  and  very  large  banks  would  be  about  the  same 
if  measured  as  a  percentage  of  1982  pretax  profits. 

Essentially,  the  study  shows  that  interest  payments  on  demand 
deposits  would  decrease  earnings  of  those  two  categories  of  banks 
between  4V2  and  9  percent. 

Mr.  Barnard.  Do  you  have  that  study  available  for  the  commit- 
tee? 

Mr.  Healey.  I  do.  We  did  send  a  copy  of  the  DIDC  staff  report  to 
the  committee  when  we  submitted  the  DLDC  proposed  legislation, 
but  I  will  be  happy  to  make  another  copy  available  to  you. 

Mr.  Barnard.  My  time  has  expired,  but  let  me  just  ask  this 
quick  question. 

Mr.  Healey.  OK.  To  quickly  wrap  up  the  last  question,  though, 
let  me  state  that  the  earnings  impact  is  a  little  greater  on  medium- 
sized  banks. 

Mr.  Barnard.  Let  me  ask  you  this.  This  was  taken  into  consider- 
ation in  your  phase  in  tvpe  proposal  in  your  bill,  H.R.  3895.  I 
mean,  the  fact  is  you  still  suggested  in  your  bill  that  there  be  a 
ceiling  as  to  what  you  could  pay  on  demand  deposits.  What?  5'A 
percent? 

Mr.  Healey.  Well,  the  proposal  in  our  bill  would  have  the  same 
ceiling  component   that   applies    to   NOW   accounts   applied    to 
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demand  deposits,  so  that  there  isn't  a  flow  out  of  NOW  accounts 
into  demand  deposits. 

Mr.  Barnard.  But  the  reason  for  that  stipulation  is  because  of 
the  impact  on  earnings  for  the  small  banks,  isn't  it? 

Mr.  Healey.  I  think  the  reason  is  more  one  of  equality.  We  don't 
want  to  inadvertently  change  the  NOW  accounts,  which  have  been 
adjusted  in  an  orderly  fashion.  The  impact  on  earnings  of  the  NOW 
accounts  is  relatively  insignificant  compared  to  the  numbers  we 
are  talking  about. 

Mr.  Barnard.  When  is  DIDC  going  to  eliminate  ceilings  on  NOW 
accounts? 

Mr.  Healey.  The  NOW  account  ceiling  will  clearly  be  eliminated 
by  1986,  when  it  must.  There  is  a  DIDC  meeting  this  Friday. 

Mr.  Barnard.  I  just  thought  you  said  you  wanted  to  quit  meeting 
and  go  out  of  business.  I  am  for  that.  [Laughter.] 

Mr.  Healey.  Except  for  the  ceilings  on  the  small  accounts,  $2,500 
and  under,  everything  else  has  been  deregulated,  and  those  ceilings 
will  be  phased  out  between  now  and  the  end  of  this  time. 

Mr.  Barnard.  Let  me  say,  Mr.  Chairman,  I  have  been  accused 
many,  many  times  of  being  a  representative  of  the  big  banks.  I  am 
here  to  represent  the  little  banks  this  morning,  I  mean  the  little 
teeny-weeny  banks. 

Thank  you. 

Chairman  St  Germain.  I  was  negligent  when  I  recognized  our 
witness  this  morning  by  not  pointing  out  the  fact  that  he  is  a 
Rhode  Islander. 

He  is  a  distinguished  alumnus  of  the  very  finest  school  in  the 
First  Congressional  District  of  Rhode  Island.  See  how  well  he  han- 
dles himself.  That  is  the  training  he  received  in  Rhode  Island. 

Mr.  Wylie. 

Mr.  Wyue.  I  am  very  proud  of  Mr.  Healey.  Indeed,  he  has  been 
doing  very  well. 

Mr.  Healey.  So  far.  [Laughter.] 

Mr.  Wylie.  To  followup  on  the  impact  statement  questions  which 
were  made  hy  Congressman  Barnard,  I  notice  that  you  have  a 
report  from  the  Depository  Institutions  Deregulation  Committee, 
and  I  understand  you  helped  prepare  it.  It  is  dated  August  4,  1983. 

On  page  3  of  that,  you  indicated  that  the  impact  on  demand  de- 
posits for  the  deposit  institutions  affected  would  be  minor  in  the 
long  run. 

Could  you  please  elaborate  on  your  statement  and  call  it  to  the 
attention  of  the  gentleman  from  Georgia,  considering  the  position 
he  has  enunciated  here  in  that  regard? 

Also,  I  would  like  to  follow  up  on  an  observation  made  by  the 
chairman,  although  my  questions  may  not  be  as  weighty.  I  know  I 
am  not  making  this  a  Christmas  tree. 

I  would  approach  it  in  a  little  different  way.  On  page  8  of  your 
statement — in  reviewing  the  case  for  the  payment  of  interest  on 
demand  deposits,  it  is  important  to  keep  in  mind  the  many  finan- 
cial reform  proposals  that  are  coming  before  the  Congress. 

You  then  go  on  to  describe  a  most  urgent  bill.  The  Treasury  De- 
partment's request  is  in  fact  alive. 

Without  expressing  any  views  of  my  own  with  reference  to  H.R. 
3537  at  this  tune,  I  would  ask  you,  for  the  record,  what  relationship 
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you  see  between  that  bill  and  the  two  bills  that  we  have  before  us 
today. 

Mr.  Healey.  Mr.  Wylie,  it's  always  been  the  administration's 
view  that  any  substantial  change  in  the  competitive  position  of  all 
financial  institutions  should  be  approached  in  as  comprehensive  a 
fashion  as  possible.  That  was  the  underlying  theme  of  the  Garn-St 
Germain  Act,  and  it  is  the  underlying  theme  of  the  administra- 
tion's proposal  on  financial  institutions  deregulation. 

We  strongly  prefer  a  comprehensive  bill,  with  all  due  deference 
to  the  chairman,  because  we  think  that  the  issues  that  are  involved 
in  H.B.  3535  ultimately  should  be  addressed  in  the  light  of  a  com- 
prehensive solution  to  some  of  the  problems  and  opportunities  in 
the  deregulation  area. 

The  proposals  for  change  in  any  particular  area  may  be  good 
policy  in  themselves,  but  the  laws  relating  to  depository  institu- 
tions are  in  need  of  change.  The  chairman,  Mr.  Wylie,  and  others 
on  this  subcommittee  have  stated  that.  And  this  argues,  we  believe, 
against  approaching  the  issues  one  at  a  time. 

Mr.  Wylie.  On  page  6  you  discuss  the  differences  in  H.R.  3535 
and  H.R.  3895.  One  of  those  differences  is  the  retention  of  interest 
rate  ceilings  that  applies  to  NOW  accounts  under  $2,500.  Shouldn't 
the  DIDC  welcome  H.R.  3535  as  an  opportunity  to  step  up  the  time- 
table for  deregulation? 

Mr.  Healey.  I  think  the  DIDC  proposal  is  meant  to  be  very 
modest.  It  is  designed  to  cause  the  drop  in  ceilings  of  NOW  ac- 
counts and  demand  deposits  to  occur  simultaneously  so  as  not  to 
cause  an  artificial  flow  of  funds  from  NOW  accounts  to  demand  de- 
posits because  of  the  mere  fact  that  demand  deposits  are  immedi- 
ately deregulated  while  NOW  accounts  would  be  deregulated  soon 
but  not  instantly.  That  is  the  thrust  of  that  proposal. 

Mr.  Wylte.  Another  difference  in  the  two  bills  is,  of  course,  the 
reserve  requirement  which  is  in  your  bill  but  not  in  H.R.  3535. 
Might  we  say  that  another  way  of  qualifying  the  less  burdensome 
phasein  of  reserve  requirements  would  be  kind  of  a  softening  of  the 
cost  impact  of  interest  on  the  accounts,  thus  reducing  some  of  the 
opposition  to  the  reform?  Is  that  a  consideration  in  your  bill? 

Mr.  Healey.  It  wasn't,  and  I  don't  think  that  the  economic 
impact  of  that  reserve  requirement  was  seen  as  being  significant 
relative  to  the  overall  costs  of  having  to  pay  interest  on  demand 
deposits. 

Again,  all  we  were  looking  at  was  the  relatively  narrow  issue  of 
not  wanting  people,  not  wanting  financial  institutions  to  move 
moneys  from  NOW  accounts  which  have  full  reserve  requirements 
to  demand  deposits  where  the  reserve  requirements  are  being 
phased  in.  We  don't  want  to  create  an  artificial  reason  for  a  finan- 
cial institution  to  prefer  one  to  the  other  and  make  changes  merely 
to  create  a  temporary  avoidance  of  the  reserve  requirements. 

Mr.  Wylie.  If  Congress  were  to  amend  the  law  to  allow  payment 
of  interest  on  demand  deposits,  would  you  see  an  end  to  the  substi- 
tutes, such  as  the  sweep  accounts  and  repurchase  agreement,  that 
you  mentioned  in  your  testimony? 

Mr.  Healey.  I  would  distinguish  the  sweep  accounts  from  the  re- 
purchase agreements.  It  probably  would  mean  that  the  mechanism 
of  the  sweep  accounts  would  be  unnecessary.  It  would  be  more  effi- 
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cient  just  to  move  into  an  interest-paying  demand  deposit  account 
than  to  have  someone  set  up  a  sweep  account. 

A  repurchase  agreement  is  a  different  matter  because  that  is  a 
way  whereby  very  large  institutions  can  get  overnight  earnings  on 
their  funds  in  a  very  safe  and  highly  liquid  fashion.  That  happens 
to  be  a  technique  that's  very  important  in  improving  the  liquidity 
of  the  overall  capital  market.  Basically,  it  is  used  in  conjunction 
with  Treasury  securities.  That  would  continue  to  exist  because  it  is 
useful  among  the  major  institutions  in  the  capital  markets. 

Mr.  Wylie.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  St  Germain.  Thank  you. 

All  members  have  the  opportunity  to  submit  written  questions 
after  the  hearing. 

Mr.  Annunzio. 

Mr.  Annunzio.  No  questions. 

Chairman  St  Germain.  Ms.  Oakar. 

Ms.  Oakar.  Mr.  Chairman,  I  have  no  questions,  but  I  do  want  to 
say  I  am  glad  we  are  having  a  hearing  on  H.R.  3535  and  the  other 
bill  because  I  know  of  your  interest  in  assisting  our  small  business- 
es and  the  moderate-  and  middle-income  saver.  And  I  think  that  is 
the  focus  of  where  we  should  be  going. 

Chairman  St  Germain.  I  thank  the  gentlelady. 

Mr.  Patman. 

Mr.  Patman.  Thank  you,  Mr.  Chairman. 

Mr.  Healey,  how  much  in  total  deposits  will  be  committed  to  the 
payment  of  interest  rates  under  this  legislation? 

Mr.  Healey.  As  of  April  1983 —  a  slightly  later  figure  may  now 
be  available,  but  as  of  April — gross  demand  deposits  which  would 
be  subject  to  interest  payments  were  about  $330  billion. 

Mr.  Patman.  How  does  that  compare  with  other  figures  like 
total  deposits? 

Mr.  Healey.  Again,  using  that  same  base  of  figures,  demand  de- 
posits represent  42  percent  of  total  balances  in  accounts  with  trans- 
action capability.  Transaction  accounts  are  comprised  of  four  major 
categories:  gross  demand  deposits  which  would  be  subject  to  this 

Eroposed  legislation;  regular  NOW  accounts,  which  would  be  $91 
ilhon  or  about  11  percent  of  the  total;  money  market  deposit  ac- 
counts, which  as  of  April  were  $340  billion  and  are  now  $360  bil- 
lion— that's  about  43  percent  of  the  total;  and  super-NOW  ac- 
counts, which  were  $29  billion,  about  4  percent. 

Therefore,  when  you  are  looking  at  all  the  accounts  with  transac- 
tion capability  at  depository  institutions,  demand  deposits  repre- 
sent a  little  over  40  percent  of  the  total. 

Mr.  Patman.  Where  are  those  located  as  between  small  banks 
and  large  banks,  credit  unions,  savings  and  loans  and  so  forth?  Are 
they  located  more  in  small  banks  than  in  large  banks? 

Mr.  Healey.  I  am  not  sure  I  have  the  statistics  broken  down  in 
that  fashion.  Perhaps  I  can  address  your  question  with  a  slightly 
different  answer  that  may  give  you  what  you  are  looking  for. 

We  do  have  statistics  available  on  transactions  deposits  as  a  per- 
centage of  domestic  assets  broken  down  by  institution.  We  found 
that  for  commercial  banks  the  ratio  of  transactions  accounts  to  do- 
mestic assets  is  21.4  percent;  for  savings  and  loans  it  is  only  1.4 
percent,  and  for  mutual  savings  banks  it  is  2.5  percent. 
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Let's  take  that  same  number  for  banks  and  put  it  into  different 
categories.  My  information  may  be  slightly  outdated  because  of  the 
collection  process,  but  in  December  1982 

Mr.  Patman.  Pardon  me.  Were  you  giving  me  figures  for  total 
assets? 

Mr.  Healey.  I  was  giving  you  transaction  deposits  as  a  percent- 
age of  total  assets,  yes. 

Mr.  Patman.  So  of  the  savings  and  loans,  only  1.5  percent,  or 
less  than  2  percent  would  be  subject  to  this  bill? 

Mr.  Healey.  That  is  correct,  yes. 

Mr.  Patman.  According  to  that  analysis? 

Mr.  Healey.  Yes. 

Mr.  Patman.  Within  the  bank  figures  you  were  about  to  say 
what,  the  large  bank  and  small  bank  percentages? 

Mr.  Healey.  I  have  it  broken  down  into  four  different  categories 
of  banks.  For  banks  with  less  than  $25  million  in  total  assets,  about 
24.8  percent  of  the  total  domestic  assets  were  transaction  deposits. 
If  I  look  at  banks  with  $25-100  million  in  assets,  that  becomes  24.6 
percent,  virtually  unchanged. 

Mr.  Patman.  How  about  the  very  large  bank? 

Mr.  Healey.  $100  million  to  $1  billion  is  24.1  percent  still  virtu- 
ally unchanged,  $1  billion  and  over,  the  very  largest  banks,  is  19.2 
percent. 

Mr.  Patman.  Will  this  contribute  to  stability  among  banks  and 
other  financial  institutions,  passage  of  this  legislation,  or  will  it 
contribute  to  instability? 

Mr.  Healey.  It  should  not  contribute  significantly  to  instability 
because,  as  I  indicated  in  my  testimony,  there  are  a  variety  of  dif- 
ferent kinds  of  accounts  and  methods  whereby  individuals,  institu- 
tions and  corporations  can  currently  earn  money  on  demand  depos- 
its through  different  techniques. 

So  we  believe  that  anybody  who  is  actively  looking  to  do  so  can 
already  accomplish  most  of  that  purpose.  If  that  is  true,  if  the  mar- 
kets have  already  resolved  some  of  the  prohibition  against  the  pay- 
ment of  interest  on  demand  deposits,  then  finishing  that  should  not 
be  substantially  destabilizing. 

Mr.  Patman.  Also,  the  markets  already,  in  effect,  put  this  in 
effect.  Then  there  is  no  real  urgency  for  the  bill,  is  there? 

Mr.  Healey.  "Urgency"  isn  t  necessarily  the  word  I  would  use 
about  this.  I  think  that  we're  looking  in  terms  of  issues  such  as 
fairness  and  impact  on  depositors. 

Mr.  Patman.  But  they  are  being  treated  fairly,  though,  as  you 
say,  by  the  operation  of  the  marketplace. 

Mr.  Healey.  They  have  the  potential  to  be  treated  fairly;  that  is 
correct. 

Mr.  Patman.  They  are  being  treated  fairly — isn't  that  not  what 
you  are  saying,  in  effect — without  the  operation  of  this  bill? 

Mr.  Healey.  Some  of  it,  I  would  submit,  is  a  question  of  conven- 
ience. A  sophisticated  consumer — meant  in  a  larger  sense  of  either 
an  individual  or  a  corporation — has  ways  of  earning  money  on  his 
demand  accounts  implicitly  or  explicitly. 

What  the  bill  would  do  is  make  that  process  much  simpler  be- 
cause it  would  remove  all  the  prohibitions  that  these  other  activi- 
ties have  sprung  up  to  circumvent. 
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Mr.  Patman.  Thank  you,  Mr.  Healey.  My  time  has  expired. 

Mr.  Healey.  Can  I  make  a  comment,  Mr.  Chairman,  on  the  sta- 
tistics? To  the  extent  that  they  are  available — and  not  everything 
that  one  would  like  is  always  available — we  would  be  happy  to 
answer  any  statistical  questions  that  the  members  of  the  subcom- 
mittee have. 

Chairman  St  Germain.  Among  the  questions  1  am  submitting 
are  some  on  statistics.  So  I  would  appreciate  that. 

Mr.  Lehman — Mr.  Wortley,  I  am  sorry.  Excuse  me. 

Mr.  Wortley.  Thanks,  Mr.  Chairman. 

Chairman  St  Germain.  I  forgot  I  had  Big  George  here.  [Laugh- 
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.  Wortley.  Obviously,  whether  it  is  H.R.  3895  or  the  other 
companion  bills,  this  is  going  to  have  an  obvious  cost  impact  for 
the  banks.  In  your  opinion,  who  is  going  to  pick  up  that  cost  to  the 
banks?  Is  it  going  to  be  the  small  businessman  who  will  have  to 
pay  higher  interest  rates? 

Chairman  St  Germain.  Excuse  me.  Will  the  gentleman  yield? 
The  whole  purpose  of  this  is  so  the  small  businessman  can  get 
what  he  does  not  get  today;  that  is,  interest  on  his  demand  depos- 
its. 

Mr.  Wortley.  I  understand  that.  But  the  small  businessman  is 
also  a  large  borrower  in  the  marketplace. 

Chairman  St  Germain.  He  is  a  small  borrower,  you  know.  Those 
institutions  that  lend  money  do  not  lend  at  a  loss;  they  lend  at  a 
profit.  Financial  institutions  have  been  using  your  funds  and  my 
funds  for  demand  deposits  for  years.  They  are  free  funds  that  they 
have  been  making  a  profit  on.  Don't  you  think  it  is  time  that  they 
paid  a  little  interest  to  that  small  businessman? 

Mr.  Wortley.  Absolutely.  I  agree.  But  I  would  like  to  know  how 
much  impact  this  is  going  to  have  upon  the  borrower,  the  borrow- 
ing interest  rates  that  the  small  businessman  is  going  to  have  to 
pay.  He  does  not  have  the  equity  that  big  businesses  have.  As  he 
operates  the  only  way  he  is  able  to  expand  is  not  to  go  out  and 
float  another  stock  issue,  but  he  has  to  go  out  and  borrow  money 
from  banks. 

Even  though  he  will  get  some  interest  on  his  deposits,  his  bank 
deposits  are  not  big  deposits.  They  are  not  like  General  Motors. 

Chairman  St  Germain.  Unfortunately — if  the  gentleman  will 
yield  again — your  newspapers,  and  I  say  'yours"  underlined  two  or 
three  times,  did  not  carry  a  story  on  this.  Though,  in  my  congres- 
sional district,  all  my  small  business  people  are  saying,  thank  God, 
it's  about  time.  So  the  small  businessman  wants  this  bill. 

Mr.  Wortley.  I  would  like  to  see  him  repaid  too.  But  I  am  con- 
cerned about  the  market.  Is  there  going  to  be  a  downside  to  this  as 
far  as  the  small  businessman  is  concerned?  The  big-wigs,  they  are 
getting  their  interest.  They  have  all  the  sophisticated  ways  of  get- 
ting interest  out  of  their  money  overnight,  but  the  small  man,  guys 
like  myself,  we  do  not  take  advantage  of  all  those  things.  Frankly, 
we  do  not  have  large  balances. 

So  who  is  going  to  pay  the  cost  on  this?  That  is  what  I  want  to 
know.  Certainly,  the  banks  are  not  going  to  lose  money.  They  still 
want  to  make  sure  they  have  a  good  solid  bottom  line  on  their 
profit-and-loss  statement. 
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Mr.  Healey.  Let  me  see  if  I  can  answer  the  question  in  a  some- 
what indirect  fashion,  and  I  think  I  can  come  to  an  answer  that 
may  be  constructive. 

First,  our  study  would  suggest  that  this  process  that  I  call  the 
implicit  rate  provision  through  the  providing  of  services  below  cost, 
which  currently  exists  in  much  of  the  banking  system,  is  for  small- 
and  medium-sized  businesses,  estimated  to  provide  an  implicit 
return  of  1  to  2  percentage  points  lower  than  the  explicit  market 
rate  would  be. 

So  the  average  small  businessman  is  receiving  already  an  implic- 
it return  on  his  funds.  In  reality,  that  varies  significantly  by  busi- 
ness. 

A  small  business  that  uses  a  lot  of  processing  at  the  bank,  has  a 
large  volume  of  checks  and  electronic  deposits  going  in,  and  uses 
the  variety  of  services  at  the  bank,  may  be  receiving  a  much  higher 
return  on  his  demand  deposits.  As  demand  deposits  receive  explicit 
interest,  then  what  we  would  estimate  will  happen  is  that  banks 
will  then  start  charging  real  costs  on  these  services  rather  than 
subsidized  costs. 

So  the  impact  is  going  to  vary  by  business.  Someone  who  is  cur- 
rently not  receiving  an  implicit  rate  equal  to  a  market  rate  will 
benefit.  Someone  who,  for  whatever  reason,  has  a  very  high  implic- 
it rate  on  what  he  does  now — low  balances  and  high  activity — may 
end  up  being  hurt  because  he  is  going  to  have  to  pay  a  market  rate 
for  the  services  he  receives. 

In  terms  of  the  banks  themselves,  it  would  be  my  guess  that 
much  of  this  change  in  the  short  term  would  be  absorbed  by  the 
banks,  because  in  a  competitive  environment,  if  a  bank  raises  its 
interest  rates  to  offset  this  increase  in  costs,  then  the  consumer, 
the  small  businessman,  can  go  to  another  bank  that  chooses  not  to 
raise  its  rates. 

Fundamentally,  rates  are  set  more  by  the  market  than  the  cost 
structure  of  the  institution. 

Mr.  Wortley.  In  other  words,  the  losses  paid  in  interest  will  be 
made  up  by  additional  service  charges  upon  customers  for  those 
services  that  they  require? 

Mr.  Healey.  I  am  not  sure  this  is  disagreeing,  but  I  would  state 
it  differently,  which  is  to  say  that  services  will  tend  to  be  priced  at 
cost,  and  it  is  going  to  depend  on  what  services  the  small  business- 
man benefited  from  in  the  past. 

But  I  would  note  that  our  studies  would  indicate  that  the  small 
businessman  or  any  consumer  is  getting  an  implicit  interest  rate 
today  on  average  that  is  lower  than  the  rate  he  will  get  by  receiv- 
ing interest  on  demand  deposits. 

Mr.  Wortley.  I  hope  you  were  trying  to  tell  me  that  the  small 
businessman  will  be  better  off  in  the  long  run. 

Mr.  Healey.  I  can't  say  that  because,  in  an  individual  case, 
someone  with  low  balances  and  high  checking  account  activity  may 
indeed  end  up  paying  more  as  he  pays  the  full  cost  of  the  services 
he  receives  from  his  bank,  and  it  will  be  a  form  of  competition. 
Banks  will  be  able  to  compete  by  saying  they  will  continue  under 
cost  checking  accounts  or  what  have  you. 

Mr.  Wortley.  Thank  you  very  much.  Thank  you,  Mr.  Chairman. 
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Chairman  St  Germain.  There  is  a  vote  on  very  important  legisla- 
tion to  be  considered  today. 

This  must  be  the  only  hearing  on  financial  institutions  legisla- 
tion in  town  today  because  I  see  all  the  big  money  people  here. 

[Laughter.] 

In  order  to  allow  you  to  earn  your  fees  around  the  clock,  we  will 
be  in  recess  shortly  so  we  can  vote.  We  will  come  back,  and  other 
members  can  ask  their  questions,  and  that  will  help  the  economy. 

The  subcommittee  will  be  in  recess  for  approximately  10  min- 
utes. 

[Recess.] 

Chairman  St  Germain.  The  subcommittee  will  come  to  order. 

Mr.  Lehman. 

Mr.  Lehman.  Thank  you,  Mr.  Chairman. 

Mr.  Healey,  I  want  to  be  clear  on  the  last  point  that  we  made 
before  the  break. 

Are  we  saying  that  many,  if  not  most,  of  the  ancillary  services 
that  banks  are  now  providing  to  circumvent  the  prohibition  on  the 
payment  of  interest,  will  be  done  on  a  paid  basis  m  the  future  if  we 
give  the  banks  the  ability  to  pay  interest? 

Mr.  Healey.  That  would  be  my  presumption,  that  if  banks  are 
currently  providing  implicit  interest  by  underpricing  these  services 
and  if  they  then  have  to  pay  real  interest,  they  are  going  to  reex- 
amine the  costs  of  the  services  and  they  are  not  going  to  sell  them 
for  less  than  they  cost  unless  there  is  some  other  marketing  reason 
to  do  so. 

It  is  a  speculation  on  the  behavior  of  banks,  but  I  think  it  is  not 
an  unreasonable  speculation  that  those  services  will  tend  to  go 
toward  full  costs  rather  than  the  low  costs  they  are  right  now. 

I  believe,  although  I  lack  thorough  documentation  that  this  proc- 
ess has  been  underway  during  the  past  couple  of  years  as  checking 
account  fees,  for  instance,  have  become  greater  as  banks  and  all 
kinds  of  financial  institutions  understand  better  their  cost  struc- 
ture and  try  to  match  the  costs  with  the  prices. 

Mr.  Lehman.  Therefore,  it  is  theoretically  possible  if  you  were  a 
small  depositor  that  you  would  actually  come  out  with  less  return? 

Mr.  Healey.  As  I  said  before,  if  you  are  a  small  depositor  with 
an  active  account,  it  could  end  up  costing  money,  but  that  would 
seem  to  be  fair.  If  you  are  getting  more  value,  you  should  pay 
more. 

Mr.  Lehman.  Also,  how  do  you  foresee  the  interest  being  paid? 
Will  it  be  an  across-the-board  flat  interest  rate?  Will  it  be  tied  to 
the  amount  of  money  deposited  in  the  account? 

Mr.  Healey.  I  suspect  if  there  are  14,000  banks  we  will  have 
14,000  different  formulations. 

Mr.  Lehman.  So  under  either  bill,  as  written,  they  have  the  abili- 
ty to  devise  whatever  scheme  they  want  in  terms  of  how  they  pay 
the  money? 

Mr.  Healey.  I  think  the  chairman  pointed  out  that  it  removes 
restrictions;  it  doesn't  require  anything;  and  the  marketing  people 
will  have  a  field  day. 

Mr.  Lehman.  Finally,  what  impact,  if  any,  would  this  have  on 
credit  unions? 

Mr.  Healey.  Let's  see  if  I  can't  find  an  answer. 
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The  DIDC  bill  doesn't  address  it.  H.R.  3535  does  amend  the  Fed- 
eral Credit  Union  Act  by  authorizing  an  insured  credit  union  to 
offer  a  demand  deposit  with  or  without  interest  to  its  members. 

Mr.  Lehman.  That  is  different  from  existing  law? 

Mr.  Healey.  I  believe  so.  The  practical  effect  is  negligible. 

Chairman  St  Germain.  It  is.  There  is  a  differentiation. 

Mr.  Lehman.  And  they  would  now — what  is  the  difference  then? 

Mr.  Healey.  They  can't  currently  offer  demand  deposits,  and 
they  would  be  allowed  to  under  H.R.  3535,  as  our  analysis  of  it 
would  suggest. 

The  DIDC  bill  just  has  no  provision  to  that  effect.  I  will  be  de- 
lighted to  give  you  a  more  detailed  analysis  if  that  would  be  help- 
ful. 

Chairman  St  Germain.  If  the  gentleman  will  yield? 

At  the  present  time,  they  have  shared  deposit  accounts.  That  is 
what  gave  rise  to  that  legislation  a  few  years  ago. 

This  legislation  contemplates — and  it  would  allow  thrift  institu- 
tions to  have  demand  accounts  as  well  and  common  accounts,  or 
shared  draft  accounts. 

Mr.  Lehman.  Thank  you. 

Chairman  St  Germain.  Mr.  Barnard. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman. 

Mr.  Healey,  I  asked  the  question  before,  when  was  the  DIDC 
going  to  further  deregulate  NOW  accounts?  After  reflection  on 
that,  it  appears  to  me  that  now,  with  the  passage  of  this  bill — and  I 
feel  like  it  will  pass  and  should  pass — banks  will  be  able  to  offer  or 
pay  interest  on  demand  deposits. 

Why  would  they  want  to  offer  NOW  accounts  at  all? 

I  know,  being  from  Rhode  Island,  that  you  will  have  an  answer 
to  this.  [Laughter.] 

If  banks  can  pay  unlimited  amounts  of  interest  on  demand  depos- 
its and  yet  they  can  only  pay  5 'A  percent  on  amounts  up  to  $2,500, 
why  in  the  world  would  they  want  to  even  offer  NOW  accounts 
under  $2,500? 

Mr.  Healey.  I  think  the  quick  answer  to  your  question  is  that 
that  is  why  we  suggested  as  one  of  the  technical  amendments  to 
H.R.  3535  that  the  same  ceiling  be  applied  to  NOW  accounts  and 
demand  deposits  so  as  to  keep  them  equal  and  inhibit  the  flowout 
of  NOW  accounts. 

Mr.  Barnard.  But  the  thing  about  it  is  what  you  are  doing  is  you 
are  prolonging  the  agony.  I  say  that  for  this  reason — and  I  agree 
with  the  chairman  on  this — the  day  is  coming,  if  it  is  not  here 
today,  that  banks  are  going  to  have  to  learn  to  manage.  I  mean 
they  are  going  to  have  to  manage,  not  by  what  a  bank  does  in 
Michigan  or  a  bank  does  in  Pennsylvania  or  a  bank  does  in  New 
York;  they  are  going  to  have  to  do  with  what  a  bank  has  to  do  in 
its  own  local  community. 

As  someone  said — I  think  you  said — if  there  are  14,600  banks, 
you  are  going  to  have  14,600  plans,  and  that  is  the  way  it  ought  to 
be.  They  need  to  address  the  needs  of  their  marketplace,  both  from 
the  standpoint  of  what  they  charge  and  from  what  they  pay. 

So,  consequently,  I  say  again  that  I  would  think  that  it  would 
certainly  ease  the  complexity  of  this  legislation  if  you  would  back 
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off  from  your  amendment  and  just  eliminate  the  interest  ceilings 
on  NOW  accounts,  period. 

Mr.  Healey.  No  one  is  more  in  favor  of  the  deregulation  of  all  of 
these  things  than  this  administration.  The  only  comment  that  I 
would  make  that  seems  meritorious  is  that  we  do  have  some  con- 
cern for  thrifts  and  small  institutions  that  currently  have  a  lot  of 
money  in  NOW  accounts  and  also  passbook  savings.  That  causes 
DIDC  to  have  adopted  a  position  of  allowing  the  ceilings  to  decline 
gradually  and  over  time  rather  than  instantaneously. 

There  is  a  DIDC  meeting  this  Friday.  Indeed,  the  absolute  remov- 
al, either  instantly  or  over  time,  of  these  ceilings  is  on  the  agenda 
as  a  potential  thing  for  DIDC  to  approve. 

Mr.  Barnard.  In  your  considerations  of  your  proposals,  did  you 
all  consider  at  all  the  fact  that  the  banks  put  up  12  percent,  more 
or  less,  reserves  in  which  they  get  no  interest — sterile  reserves? 

Mr.  Healey.  You  mean  as  part  of  the  cost?  Yes,  that  is  included 
in  the  staff  analysis  of  the  estimates  of  the  cost  to  the  banks  of 
paying  the  interest  on  demand  deposits. 

Mr.  Barnard.  And  as  I  understand  it,  we  are  talking  about  24.8 
percent  of  their  total  deposits,  right?  This  is  subjecting  24.8  percent 
of  their  total  deposits  to  the  marketplace  all  at  one  time? 

Mr.  Healey.  The  ratio  of  all  transactions  accounts  to  domestic 
assets  at  the  smallest  significant  percentage  of  these  accounts,  such 
as  NOW's  super-  NOW'b,  and  MMDA's,  already  receive  explicit  in- 
terest payments. 

Mr.  Barnard.  That  is  for  banks  under  $25  million? 

Mr.  Healey.  The  statistics  get  murky,  and  I  don't  mean  to  do 
anything  other  than  respond  on  statistics  and  try  to  get  them  all  in 
order.  In  my  answer  to  Mr.  Patman,  I  stated  that,  for  all  depository 
institutions,  demand  deposits  comprise  42  percent  of  all  transac- 
tions accounts. 

Mr.  Barnard.  What  you  said,  that  42  percent  of  all  transaction 
accounts  would  be  subject  to  interest,  which  is  about  $330  billion? 

Mr.  Healey.  Correct 

Mr.  Barnard.  Which  means  that  is  about  $138  billion  which  we 
are  talking  about,  a  pretty  large  sum  of  money,  coming  out  of  an 
industry  all  at  one  time,  even  if  you  use  5  percent? 

Mr.  Healey.  The  conclusion  of  the  study  is  that  the  first-year 
impact  is  somewhere  between  $1  to  $2  billion,  which  would  be  5  to 
10  percent  of  the  banking  industry's  1982  pretax  earnings. 

Mr.  Barnard.  I  figured  that  at  $900  million,  so  I  was  a  little  bit 
low. 

I  have  no  further  questions. 

Chairman  St  Germain.  Mr.  Wortley. 

Mr.  Wortley.  I  have  no  further  questions,  Mr.  Chairman. 

Chairman  St  Germain.  We  want  to  thank  you,  Mr.  Healey,  for 
your  assistance  this  morning. 

As  we  stated  earlier,  we  are  going  to  ask  you  to  respond  to  some 
written  questions.  In  view  of  the  fact  that  they  are  mostly  statisti- 
cal, it  is  just  as  well. 

Mr.  Healey.  We  will  be  delighted  to,  to  the  best  of  our  ability. 

Chairman  St  Germain.  We  will  have  our  staff  work  with  your 
staff  to  address  the  technical  changes  that  you  have  mentioned  and 
Bee  if  we  can't  reach  a  compromise.  Thank  you. 
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The  subcommittee  will  be  in  recess  until  Tuesday  morning,  Octo- 
ber 4,  at  which  time  we  will  hear  from  further  witnesses  on  this 
legislation. 

[Whereupon,  at  11:30  a.m.,  the  subcommittee  was  recessed,  to  re- 
convene at  10  a.m.,  Tuesday,  October  4,  1983.] 

[A  letter,  dated  October  20,  1983,  was  sent  by  Chairman  St  Ger- 
main to  Mr.  Healey,  which  with  Mr.  Healey's  responding  letter, 
dated  October  20,  1983,  follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 
JUKOMMTTH  ON  FIHANCIAL  WSTTTUTWNS 
SUPERVISION.  REOULATIOM  AND  INSURANCE 


October  20,  I9» 


Honorable  Thomas  Heeiey 

Assistant  Secretary  lor  Demotic  Finance 

Department  ol  the  Treeiury 

1 3th  &  Pennsylvania  Ave.,  N.V. 

Washington,  D.C.  20220 

Dear  Mr.  Heelayi 

On  behalf  of  the  Subcommittee,  [  want  to  express  my  appreciation  for  your 
testimony  on  September  21,  1983  relating  to  H.R,  3*33,  the  Demand  Deposit  Equity  Act 
of  19S3,  which  would  authorize  all  depository  Institution!  to  oiler  interest  bearing  demand 
deposits.  As  I  stated  during  the  hearing,  time  would  not  permit  all  questions  to  be  asked 
and  accordingly,  your  written  responses  to  the  following  questions  would  be  appreciated. 

1-       On  page  £  of  your  testimony,  you  explain  that  the  payment  of  interest  on 

demand  deposits  should  be  under  the  same  rate  limitations  that  exist  lor  NOV 
accounts.  Thus,  current  demand  deposit*  of  under  $2500  would  be  subject  to 
the  same  3  1/4*  ceiling  while  demand  deposits  of  over  $2500  would  be  celling 
free.  Other  witnesses  testifying  after  you  have  suggested  that,  in  addition, 
and  in  conjimction  with  DIDC  actions  at  its  September  30,  1913  meeting,  that 
the  new  minlmun  balance  requirement  effective  January  1,  1913,  for  money 
a  and  existing  Siaxr  NOV  accounts,  also  apply  to  the 
ed  by  this  legislation.  Please  comment  on  these 
proposals  lor  statutorily  mandating  a  delay  In  the  Implementation  of  this 
authority  to  pay  interest  on  demand  deposits. 

H.R.  3193  states  that  the  effective  date  of  the  Act  Is  ISO  days  after 

The  bill  states  that  the  DIDC  need  not  Issue  regulations  lor  up  to 
m  this  effective  date,  thus  It  is  possible  that  a  year  could  pan, 
ent,  before  Interest  on  demand  deposits  could  be  paid.  Please 
•tlonale  behind  these  delays  on  implementation. 


„Google 


Concerning  the  issue  of  money  brokerage,  ■  suggestion  by  Chairman  Issac  of 
FD1C  In  his  October  3,  1913  response  to  my  Inquiry  would  be  to  realign  the 
current  Federal  Deposit  Insurance  inumB  and  coverage  to  help  impose  more 
market  discipline.  He  states  that  perhaps  brokered  funds  ought  to  be 
uninsured,  or  that  broken  should  be  treated  as  principals  for  purposes  of  the 
$100,000  insurance  limit.  Please  comment  an  these  suggestions. 


:d  during  the  hearings  in  favor  of  the  payment  of 
interest  on  federally  mandated  reserves.  Has  the  Administration  taken  a 
position  on  this  issue7   Please  provide  the  Subcommittee  with  estimates  of  the 
resulting  reduction  of  revenue  to  the  Treasury  and  the  budget  impact  of  paying 

Id  appreciate  your  responses  by 
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DEPARTMENT   O:'   THE    'RL7..     'RY 


/ember   23,    1983 


Dear  Mr.    Chairman: 

I  would  once  again  like  to  express  appreciation  for  thi 
opportunity  oC  testifying  on  H.H.  3535,  the  "Demand  Deposit 
Equity  Act    of    19B3",   and   sharing  with    the   Subconmittee   the 

I    have    enclosed  with   this   letter   the   answers    to    the 
additional  questions    you   submitted   to   me   on  October   20.      1 

pertaining    to   brokered    deposits   and   interest   on   reserves   as 
soon  a3    the  Administration   has   adopted  positions    regarding 


Thomas  jr.  Healey 


and  Urban  Affairs 
U.S.    House   of   Representatives 
Washington,    D.C.         20515 
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a   Testimony  on  H.R.  3535 


QUESTION  #1 

On  page    6   of    your    testimony,   you   explain  that   the  paymer 
of    interest    on    demand    deposits    should    be    under    the    same    rate 
limitations    that  exist   for  NOW  accounts.      Thus,    current  deraanc 
deposits    of    under    $2,500    would    be    subject    to    the    same    5-1/4 
percent   ceiling  while   demand   deposits  of   over   $2,500  would   be 
ceiling   free,      other  witnesses   testifying  after  you  have 
suggested   that,    in   addition,   and    in  conjunction  with  Dice 
actions   at    its  September   30,    1983   meeting,   that   the   new  minimi 
balance   requirement   effective   January   1,    1985,   for  money   marte 
deposit   accounts   and   existing   Super  now  accounts,   also   apply 
to    the    new    accounts    established    by    this    legislation.       Please 
comment   on    these    proposals    for    statutorily   mandating   a    delay 
in   the    implementation   of    this   authority   to   pay    interest   on 
demand    deposits. 


ANSWER_»1 


:he  DIDC  recomme nda t ion  to  link  demand  deposit  rates  to 
count   rates    is   designed   to   effectuate   a   somewhat   gradual 

?nt  towards  the  payment  of  full  market  interest  rates  on 
demand    deposit    accounts. 


As   you    noted,    under 

current   conditions,    demand 

deposits 

of   under   $2,500   would   be 

subject    to    the    same    5-1/4    | 

rate    ceiling    that    applies 

to    NOW  accounts    of    under    : 

$2,500; 

demand    deposits    of    $2,500 

or   more  would,    like   Super- 

■NOWs,    be 

ceiling-free.      The   curren 

t   conditions   and   rates   are, 

only  of   short-term  effica 

cy.      The    DIDC    could    author 

lie  a  highei 

rate  or  even  eliminate  th 

e   rate   for   HOW  accounts   at 

any   time. 

Also,   as   a   result   of   acti 

oris   taken  at   the  September 

30  DIDC 

meeting  ,    the   minimum   dene 

mination   for  Super-NOW  acc< 

unta  will   1 

reduced   to   $1,000   as   of   J 

anuary   1,    1985,   and  will   be   eliminate! 

on   January    1,    1986,      Conseguently ,    if   H.R,     3895   wen 

of   January   1,    1985,   the  N 

ow  account   ceiling   rate  woi 

ild   apply 

only   to  demand   deposit   ac 

counts   of    less    than    $1,000 

rather    thai 

to   all   accounts   of   less   t 

hat    $2,500.      After  January 

1,    1986,    a] 

demand   deposit   accounts  w 

ould  be   ceiling-free. 

The   purpose   of    li  nki 

raj    demand    deposit    rates    to 

NOW  accouni 

udden    and    significant    eras: 

Ion  of    the 

effectiveness    of    the    pres 

:s   of   less 

than    $2,500    and    on   passbo 

done,    it    is    likely   that   b 

oth   of   these   ceilinged   acci 

nmts    would 

be   abandoned    by  depositor 

s    in   favor  of   ceiling-free 

demand 

„Google 


passbook  savings 
the  HOW  and  pas: 
cost    impact    on    i 

linking    demand   < 

QUESTION 


H.R.     3895 

states    that    the   effective    date   of    the  Act 

tment.      The    bill   states    that    the    DIDC    neef 

ns    tor  up   to   6  months   from  this  effective 

ible   that   a   year  could  pass,   after  enactm 

on  demand   deposits  could   be   paid.      Pleas 

explain   the   rat 

ionale   behind  these   delays  on    implementat 

ANSWER    12 

dealing  with   these   accounts,   and   to  make   any  necessary  data 
processing    changes. 

H.R.    3895  requires    that   the   Dire   implement   rules   concernii 
the    payment    of    interest    on    demand    deposits.       To    formulate    and 
implement   these   rules,    the  Dire   must  meet   to   authorize   the 
promulgation   of  draft   regulations,   the   regulations  must   be 
drafted   and  sent   out    for  public   comment,    the   public  comments 
must   be   reviewed   and   evaluated,   and  the   DIDC   must   then   meet 
again    to    approve    the    final    rules.       The    entire   process    can    be 
somewhat    time    consuming.       This    additional    six-month    period, 
then,    is    not    designed    to    delay    unnecessarily    the    implementatioi 
of    the    legislation,    but    simply    to   ensure    that    sufficient    time 
is    allotted    to    establish    and    implement    the    necessary    rules. 
Clearly,   if   H.R.    3895   were  enacted  the   DIDC  would   move   as 
rapidly    as    possible    to    promulgate    implementing    regulations 
and,    conceivably,    would    be    prepared    to    impleirent    changes    as 
soon   as    the    act    became    effective.       The    fact    that   H.R.     3895 

)1   six    months    for    implementation    does 
require  all   of    that   additional   time. 
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QUESTION     #3 

Concerning    t 

:he    iss 

ue    of    money    brokerage,    a    suggestion    by 

:    FDIC 

in    his   October    3,    1983    response    to  my 

inquiry   would   be 

lign    the    current   Federal    Deposit    Insurance 

-age   to 

help    impose   more  market   discipline.      He 

states    that   perhaps   bro 

kered    funds    ought    to    be    uninsured.    Or 

lid    be 

treated    as    principals    for   purposes    of    the 

5100,000   insuran. 

;e   limi 

t.       Please    comment    on    these    suggestions. 

ANSWER    #3 

A  working   gr 

•oup  of 

the  Cabinet  Council    on   Economic   Affairs 

and    to   evaluate    the    proposals    : 

Thus    far,    however,    the  Adminisi 

position  with   respect    to   these   proposals.      As   soon 

is    adopted,    I  will   be    very   happy    to   inform  you   of   c 

QUESTION    j 


Othe 

r  w 

itnesses 

h* 

favor   of 

the 

payment 

of 

Has    the  A 

iubccmraittei 

reduction 

□f 

to 

paying   su 

ch 

interest 

on 

ANSWER    #4 

The  payment  of  interest  on  reserves  is  another  issue 
which  the  Administration  has  not  yet  adopted  a  firm  posit 
The  Cabinet  Council  on  Economic  Affairs  will  be  meeting  i 
near  future  to  discuss  this  issue  and  to  formulate  a  posj 
Once  again,  as  soon  as  a  position  has  been  established,  1 
be   happy   to   inform  you   of   that   position. 


The  bills  introduced  by  Senator  Heinz  and  Representative 
ird  (S.  1750  and  H.R.  1013)  would  call  for  the  payment  of 
•est  on  reserves  held  against  money  market  deposit  accounts 
•s)  and  Super-NOW  accounts.  The  Federal  Reserve  Board  has 
lated  that,  based  on  August  1983  levels  of  reserves  and 
>nt  interest  rates,  the  initial  annual  net  revenue  loss  of 
s   proposal  would   be    5125  million. 

However,   as  deregulation  proceeds,    these  deposit   categories 

become  more   important   and   the  distinction   between  Super-NOW 

junts   and   NOW  accounts   will   be   eliminated.      Consequently,    if 

,    1013  were   enacted,    the   Fed   projects   that   by   1988   the   annual 


Fed    estimates    tha 

t   the   annual   cost 

;    and   raak 

es  no  adjustment 

for   increased   tax 
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THE  DEMAND  DEPOSIT  EQUITY  ACT  OF  1983 


tuesday,  october  4,  1983 

House  of  Representatives, 
Subcommittee  on  Financial  Institutions 
Supervision,  Regulation  and  Insurance, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  D.C. 

The  subcommittee  met,  pursuant  to  call,  at  10  a.m.,  in  room 
2128,  Rayburn  House  Office  Building,  Hon.  Fernand  J.  St  Germain 
(chairman  of  the  subcommittee)  presiding. 

Present:  Representatives  St  Germain,  Barnard,  Vento,  Carper, 
Wylie,  Bethune,  Shumway,  Wortley,  and  Dreier. 

Chairman  St  Germain.  The  subcommittee  will  come  to  order. 

Today  we  continue  hearings  on  H.R.  3535,  the  Demand  Deposit 
Equity  Act.  This  bill  is  virtually  identical  to  one  I  introduced  in 
1978  to  authorize  all  depository  institutions  to  pay  a  market  deter- 
mined interest  rate  on  demand  deposits  regardless  of  who  holds  the 
account  or  its  size. 

I  note  with  interest  the  DIDC's  actions  last  Friday  eliminating 
all  interest  ceilings  on  accounts  on  deposit  more  than  31  days  and 
setting  the  schedule  to  phase  out  the  minimum  deposit  require- 
ment. While  there  may  well  be  a  need  to  coordinate  legislation  ac- 
tions authorizing  interest  on  demand  deposits  with  what  the  DLDC 
is  doing  in  the  time  and  savings  deposit  area,  the  DIDC's  action 
adds  impetus  to  our  efforts  to  enable  consumers  and  small  busi- 
nesses to  earn  interest  on  their  demand  deposits. 

I  am  also  releasing  today  the  responses  of  the  Federal  regulators 
to  my  letter  of  September  6  asking  for  their  proposed  plans  to  deal 
with  problems  relating  to  money  brokers.  At  best,  the  regulators 
have  given  us  the  broad  outlines  of  their  thoughts  on  money  bro- 
kers. Indeed,  the  Bank  Board  declined  to  give  us  any  substantive 
discussion  on  the  issue.  I  would  have  thought  that  the  15  months 
that  have  elapsed  since  the  Penn  Square  failure  would  have  given 
the  regulators  ample  time  to  develop  ideas  on  the  money  broker 
issue.  I  expect  that  this  disappointing  state  of  affairs  will  improve 
when  the  regulators  come  before  the  committee  on  October  25  to 
provide  more  details  on  their  plans  relating  to  money  brokers. 

Today's  witnesses  include  representatives  of  the  American  Bank- 
ers Association,  Independent  Bankers  Association  of  America,  Na- 
tional Association  of  Mutual  Savings  Banks,  the  National  Savings 
&  Loan  League,  and  the  U.S.  League  of  Savings  Institutions. 

Mr.  Wylie,  did  you  have  a  statement? 

Mr.  Wylie.  Yes;  I  do,  Mr.  Chairman. 

Thank  you,  Mr.  Chairman. 
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Chairman  St  Germain.  Mr.  Wylie. 

Mr.  Wylie.  May  I  make  some  observations  consistent  with  the 
statement  I  made  at  the  outset  of  these  hearings  as  we  begin  the 
second  in  this  series  of  hearings  on  legislation  to  permit  the  deposi- 
tory institutions  to  pay  interest  on  demand  deposits. 

I  believe  it  is  appropriate,  Mr.  Chairman,  that  this  subcommittee 
consider  legislation  as  a  logical  next  step  in  the  deregulation  of  de- 
posits and  accounts  which  will  be  highly  beneficial  to  small  busi- 
nessmen and  to  the  efficient  functioning  of  the  financial  system.  In 
other  words,  I  think  your  bill  has  merit,  Mr.  Chairman. 

People  as  a  general  rule  have  come  to  expect  that  they  will  be 
paid  interest  on  funds  they  lend,  and  this  includes  bankers  as  well 
as  their  depositors.  I  believe  it  is  also  appropriate  that  we  consider 
ways  to  cushion  the  impact  that  this  legislation  will  inevitably 
have  on  earnings  of  these  depository  institutions  which  have  sub- 
stantial amounts  of  demand  deposits. 

Among  the  ideas  we  should  consider  are  a  phase-in  of  interest  on 
corporate  demand  deposits  and  payment  of  interest  on  required  re- 
serves along  the  lines  of  the  discussion  which  the  chairman,  Mr. 
Barnard  and  I  had  last  Thursday.  That  perhaps  this  issue  can  be 
considered  without  doing  violence  to  the  chairman's  desire  not  to 
complicate  the  bill  further  is  indicated  from  my  statement,  I  think. 

Both  banking  groups  testifying  today  have  referred  in  their 
statements  to  other  legislative  objectives  which  they  would  like  to 
achieve  before  Congress  considers  authorizing  payment  of  interest 
on  business  accounts.  Perhaps  some  progress  can  be  made  on  sever- 
al of  the  issues  they  raise,  although  bankruptcy,  for  one,  is  not 
within  this  committee's  jurisdiction. 

Nevertheless,  if  this  bill  is  as  worthy  of  consideration  as  the 
chairman  believes  and  as  I  believe,  I  think  it  should  not  be  neces- 
sary to  adopt  an  entire  legislative  agenda  as  a  precondition  to  con- 
sidering these  bills. 

With  those  observations,  Mr.  Chairman,  I  appreciate  your  hold- 
ing these  hearings  this  morning  and  look  forward  to  hearing  from 
the  representatives  of  the  depository  institutions  who  will  be  defec- 
tive— affected  by  this  legislation. 

Thank  you. 

[The  complete  statement  of  Congressman  Wylie  follows:] 
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Mr.  Chairman; 

AS  we  begin  the  second  in  the  series  of  hearings,  second  in  the 
hearings  on  legislation  to  permit  depository  institutions  to  pay  interest 
on  demand  deposits,  nay  I  make  the  following  observations,  consistent  with 
the  statement  I  made  at  the  outset  of  these  hearings  as  we  begin: 

1.  I  believe  it  is  appropriate  that  this  subcommittee  consider  this 
legislation  as  a  logical  next  step  in  the  deregulation  of  deposits  and 
accounts,  which  Kill  be  highly  beneficial  to  small  businessmen  and  to 
the  efficient  funptionlng  of  the  financial  system.  In  other  words  I 
think  your  bill  has  merit,  Hr.  Chairman.  People  as  a  general  rule  have 
come  to  expect  that  they  will  be  paid  interest  on  funds  they  lend,  and 
this  includes  bankers  as  well  as  their  depositors. 

2.  I  believe  it  is  also  appropriate  that  we  also  consider  ways  to 
cushion  the  impact  that  the  legislation  will  inevitably  have  upon  the 
earnings  of  those  depository  institutions  which  have  substantial  amounts 

interest  on  corporate  demand  accounts  and  the  payment  of  interest  on 
required  reserves.   Along  the  lines  the  chairman,  Hr.  Barnard,  and  I  had 
at  last  Thursday's  hearings.   That  perhaps  this  issue  can  be  considered 
without  doing  violence  to  the  Chairman's  desire  not  to  complicate  the 
bill. 

to  other  legislative  objectives  which  they  would  like  to  achieve  before 
Congress  would  consider  authorizing  the  payment  of  interest  on  business 
accounts.  Perhaps  some  progress  can  be  made  on  several  of  the  Issues 
they  raise,  although  bankruptcy,  for  one,  is  not  within  this  committee's 
jurisdiction,  as  the  bankers  themselves  acknowledge.  Nevertheless,  if 
this  bill  is  as  worthy  of  consideration  as  the  Chairman  and  I  believe  it 
is,  then  it  should  not  be  necessary  to  adopt  an  entire  legislative  agenda, 

I  thank  the  Chairman  and  look  forward  to  hearing  from  representatives 
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Chairman  St  Germain.  You  said  something  about  being  defec- 
tive? 

Mr.  Wylie.  Affected.  Freudian  slip. 

Chairman  St  Germain.  Our  first  witness  will  be  Rowland  J.  Mc- 
Clellan,  president  and  chairman  of  the  board  of  the  bank  of  Wis- 
consin in  Janesville,  Wis.,  representing  the  American  Bankers  As- 
sociation. 

We  will  place  your  entire  statement  in  the  record.  You  may  pro- 
ceed. 

STATEMENT  OF  ROWLAND  J.  McCLELLAN,  PRESIDENT  AND 
CHAIRMAN  OF  THE  BOARD,  BANK  OF  WISCONSIN,  JANESVILLE, 
WIS.,  REPRESENTING  THE  AMERICAN  BANKERS  ASSOCIATION 

Mr.  McClellan.  Thank  you,  Mr.  Chairman. 

I  am  representing  the  American  Bankers  Association  as  a 
member  of  its  Government  Relations  Council.  The  combined  assets 
of  ABA  member  banks  represent  95  percent  of  the  industry  total. 
While  our  members  range  in  size  from  the  smallest  to  the  largest 
banks,  approximately  90  percent  of  them  have  assets  of  less  than 
$100  million.  We  welcome  this  opportunity  to  testify  on  H.R.  3535, 
the  Demand  Deposit  Equity  Act. 

This  bill  would  eliminate  the  prohibition  against  paying  interest 
on  demand  deposits,  would  extend  to  savings  and  loan  associations 
full  authority  to  offer  demand  deposits,  and  would  broaden  the  au- 
thority of  credit  unions  to  offer  share  drafts.  At  the  committee's  re- 
quest, we  have  also  presented  our  views  on  limitations  on  the  activ- 
ities of  deposit  borkers. 

The  American  Bankers  Association  has  supported  and  continues 
to  support  the  deregulation  of  financial  institutions  in  ways  that 
allow  those  institutions  to  better  serve  their  customers.  However, 
the  Congress  has  long  recognized  that  deregulation  of  deposit  inter- 
est rates  must  take  place  in  an  environment  that  allows  depository 
institutions  to  offset  the  resulting  increase  in  interest  expenses.  If 
these  interest  expenses  cannot  be  offset  the  deregulation  of  interest 
rates  will  threaten  the  safety  and  soundness  of  our  Financial 
system. 

At  the  same  time  offsetting  expenses  only  through  increased  loan 
rates  would  force  a  disproportionate  share  of  the  adjustment 
burden  on  certain  groups,  particularly  small  business,  consumer, 
and  agricultural  borrowers. 

At  the  Bank  of  Wisconsin  I  have  calculated  that  I  would  have  to 
raise  loan  rates  to  small  businesses  and  farmers  by  45  basis  points 
to  offset  the  costs  of  paying  interest  on  demand  deposits. 

This  increase  would  come  on  top  of  a  25-basis-point  increase  in 
loan  rates  resulting  from  the  introduction  of  money  market  deposit 
accounts  last  December,  and  the  Super  NOW  account  in  January. 

There  are  four  major  impediments  which  limit  banks'  ability  to 
adjust  to  increased  costs  resulting  from  higher  interest  expenses  on 
deposits  and  prevent  them  from  fully  meeting  the  financial  service 
needs  of  their  customers. 

These  include  the  inability  of  commercial  banks  to  offer  their 
customers  a  wider  range  of  financial  services  and  thus  compete 
with  a  growing  number  of  organizations  that  can  do  so;  usury  ceil- 
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ings  imposed  by  some  States;  the  implicit  tax  imposed  upon  all  de- 
pository institutions  by  the  necessity  of  holding  required  reserves 
in  non-interest-bearing  form;  and  the  large  number  of  personal 
bankruptcies  resulting  from  abuse  of  the  bankruptcy  laws. 

All  of  these  problems  require  legislative  solutions  and  we  believe 
they  should  be  addressed  before  Congress  considers  permitting  the 
payment  of  interest  on  demand  deposits.  We  also  believe 

Chairman  St  Germain.  Does  that  include  usury  statutes? 

Mr.  McClellan.  Yes,  sir. 

Chairman  St  Germain.  You  mean  we  have  to  wait  for  the  States 
to  act?  I  assume  you  are  a  States  lighter? 

Mr.  McClellan.  No,  sir,  we  are 

Chairman  St  Germain.  You  are  not? 

Mr.  McClellan.  We  are  suggesting  on  usury  that  it  probably  is 
going  to  take  a  Federal  preemption. 

Chairman  St  Germain.  You  are  from  which  State?  Wisconsin? 

Mr.  McClellan.  From  the  socialist  State  of  Wisconsin. 

Chairman  St  Germain.  Wouldn't  you  be  a  States  righter? 

Mr.  McClellan.  Not  on  this  issue,  sir. 

Chairman  St  Germain.  So  you  want  the  Federal  Government  to 
step  in?  The  big,  bad  Congress,  to  step  in?  I  thought  you  were  look- 
ing for  deregulation;  aren  t  you? 

Mr.  McClellan.  Yes,  sir,  and  we 

Chairman  St  Germain.  Except  for  where  you  would  like  us  to 
step  in  and  take  over? 

I  am  not  going  to  interrupt  you  further  but  that  is  where  you 
pose  a  quandary  for  me. 

Mr.  McClellan.  Yes,  sir, 

Chairman  St  Germain.  Big,  bad  Uncle  Sam,  big,  bad,  terrible 
Congress,  big,  bad  Banking  Committee;  stay  off  our  banks.  Howev- 
er, where  the  States  won't  act  the  way  we  want  them  to,  why  don't 
you  come  in  and  do  what  they  don't  want  to  do  because  they  are 
closer  to  the  people  than  the  States. 

It  is  a  difficult  issue. 

Mr.  McClellan.  Yes,  sir,  I  agree.  It  is  a  difficult  one. 

Chairman  St  Germain.  You  could  have  left  usury  out  of  that 
then  you  would  have  been  better  off.  You  may  proceed. 

Mr.  McClellan.  Thank  you,  sir. 

I  consider  the  elimination  of  usury  to  be  a  deregulatory  effort. 

We  also  believe  that  as  a  matter  of  equity,  savings  and  loans 
should  not  receive  broader  demand  deposit  powers  until  banks  re- 
ceive the  broader  equity  investment  and  related  powers  that  sav- 
ings and  loans  have.  They  should  also  be  regulated  more  as  com- 
mercial banks  are  regulated,  particularly  in  terms  of  capital  stand- 
ards, accounting  rules,  supervision,  examination,  and  the  overall 
relationship  with  their  regulatory  agencies. 

I  would  like  to  expand  briefly  on  the  legislative  steps  we  believe 
should  precede  any  congressional  consideration  of  eliminating  laws 
which  prohibit  payment  of  interest  on  demand  deposits.  Allowing 
commercial  banks  to  provide  their  customers  with  a  broader  range 
of  products  and  services  will  benefit  consumers  by  increasing  com- 
petition and  efficiency  in  financial  service  markets.  It  will  also  pro- 
vide banks  with  an  opportunity  to  increase  fee  income  that  can 
help  offset  the  cost  of  paying  interest  on  demand  deposits. 
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The  inability  to  offer  a  broader  range  of  services  puts  banks  at  a 
competitive  disadvantage  relative  to  other  financial  institutions. 

The  subcommittee  currently  has  before  it  a  proposal  that  would 
allow  all  financial  institutions  to  offer  their  customers  a  wide 
range  of  services  and  insure  that  each  service  would  be  provided 
under  the  same  regulatory  constraints  as  others  providing  that 
service. 

We  urge  the  committee  to  quickly  take  action  on  this  proposal. 

Some  have  argued  that  competitive  equity  between  banks  and 
other  institutions  can  be  preserved  by  imposing  a  moratorium  on 
the  acquisition  of  so-called  nonbank  banks.  However,  institutions 
that  have  already  made  such  acquisitions  would  continue  to  have  a 
competitive  advantage  over  other  financial  institutions. 

More  importantly,  a  moratorium  would  not  stop  nonbank  institu- 
tions from  offering  a  number  of  bank-like  services  such  as  cash 
management  accounts,  and  money  market  funds  on  which  checks 
can  be  written. 

In  some  cases  these  services  can  be  offered  under  much  less  re- 
strictive regulations  than  are  imposed  on  similar  services  offered 
by  commercial  banks.  It  is  also  our  position  that  before  the  prohibi- 
tion on  payment  of  interest  on  demand  deposits  is  considered,  the 
Federal  Reserve  should  begin  to  pay  interest  on  all  required  re- 
serve balances  that  depository  institutions  hold  at  the  Federal  Re- 
serve. 

These  noninterest  bearing  required  reserves  are  an  implicit  tax 
on  banks  and  reduce  the  interest  rates  which  depository  institu- 
tions can  pay  on  deposits. 

Furthermore,  the  Fed's  system  of  fees  and  prices  for  its  services 
now  more  than  offsets  any  benefit  which  may  have  accrued  to  de- 
positories through  reductions  of  required  reserves.  It  is  time  to 
make  it  a  clean  system. 

Usury  ceilings  that  exist  in  many  States  are  another  factor 
which  limit  banks'  ability  to  adjust  to  additional  deposit  regulation. 
In  some  States  usury  ceilings  are  already  too  low  to  compensate 
lenders  for  their  cost  of  funds  and  the  risks  associated  with  lending 
to  some  borrowers. 

These  ceilings  need  to  be  eliminated  through  Federal  preemption 
before  the  issue  of  interest  on  demand  deposits  is  addressed. 

Finally,  failure  to  remedy  the  abuses  associated  with  personal 
bankruptcies  will  result  in  a  significant  increase  in  rates  on  per- 
sonal loans  or  a  diminished  flow  of  credit  to  individuals,  particular- 
ly high-risk  individuals.  We  recognize  that  the  growth  in  personal 
bankruptcies  is  due  in  part  to  strains  in  our  economy  but  in  some 
cases  consumers  with  sufficient  income  to  meet  their  debts  are 
choosing  bankruptcy  as  an  expedient  means  of  discharging  their 
debt. 

As  I  said  earlier,  I  would  have  to  raise  loan  rates  by  about  45 
basis  points  if  interest  on  demand  deposits  were  allowed. 

In  the  long  run  these  costs  will  probably  be  passed  on  to  all  types 
of  borrowers.  However,  the  only  loans  that  can  be  repriced  in  a  rel- 
atively short  period  of  time  are  commercial  loans  and  loans  to 
farmers.  At  the  Bank  of  Wisconsin  we  currently  have  no  alterna- 
tives to  passing  on  these  higher  interest  costs  to  our  borrowers. 
Our  bank  already  charges  for  the  services  we  provide  and  there  is 
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little  opportunity  to  increase  service  charges  or  fee  income  without 
the  authority  to  offer  additional  products  and  services. 

I  believe  that  further  increases  in  lending  rates  will  contribute  to 
an  increase  in  the  number  of  problem  loans,  particularly  in  the 
sensitive  small  business  and  farm  sectors.  For  these  reasons,  we  be- 
lieve that  consideration  of  allowing  payment  of  interest  on  demand 
deposits  should  await  the  legislative  changes  that  are  needed  to 
create  an  environment  in  which  banks  can  offset  the  resulting  in- 
crease in  interest  expenses. 

As  a  part  of  this  we  should  await  a  better  assessment  of  how  well 
banks  are  adapting  to  recent  deregulation  of  deposit  interest  rates. 
Demand  deposit  powers  should  not  be  granted  to  savings  and  loans 
until  greater  parity  of  products,  services,  and  regulatory  treatment 
is  achieved  between  those  institutions  on  the  one  hand  and  banks 
and  bank  holding  companies  on  the  other. 

Another  issue  being  considered  by  the  subcommittee  is  the  con- 
cern that  has  arisen  with  the  activities  of  so-called  money  brokers. 

Money  brokers  are  essentially  middlemen  who  take  funds  from 
individual  depositors  and  investors  and  deposit  them  in  the  highest 
yielding  depository  institution  certificates  of  deposit  they  can  find. 
Money  brokers  serve  a  useful  purpose  in  allowing  additional  liquid- 
ity to  financial  institutions  and  providing  high  returns  to  deposi- 
tories. 

Our  association  therefore  opposes  any  general  prohibition  on 
money  broker  activities.  We  would  note  that  any  such  prohibition 
would  probably  be  virtually  unenforceable. 

We  recognize  that  the  activity  of  money  brokers  can  represent 
an  unwarranted  claim  against  the  FDIC's  deposit  insurance  trust 
fund  when  they  take  large  deposits  and  break  them  into  hundred 
thousand  dollar  lots  for  deposit  into  separate  institutions  in  order 
to  insure  that  the  entire  deposit  is  covered  by  deposit  insurance. 
This  practice  can  be  exacerbated  when  money  brokers  choose  to 
deal  only  on  the  basis  of  rate  because  problem  banks  and  problem 
thrifts  may  pay  significant  premiums  over  market  rates  in  order  to 
attract  deposits. 

In  order  to  determine  the  scope  of  this  problem  our  association 
supports  the  decision  of  the  bank  regulatory  agencies  to  begin  col- 
lecting information  on  bank  call  reports  concerning  amounts  of 
broker  deposits  in  the  hanking  system. 

This  data  will  allow  the  regulatory  agencies  to  analyze  the  scope 
and  severity  of  the  problem.  To  the  best  of  our  knowledge  the  Fed- 
eral Home  Loan  Bank  Board  is  not  yet  collecting  similar  informa- 
tion for  savings  and  loan  associations. 

Thank  you,  Mr.  Chairman. 

[Letters  of  invitation  to  Mr.  Lowrie  of  the  American  Bankers  As- 
sociation, dated  September  13  and  September  23,  1983,  and  the  pre- 
pared statement  of  Mr.  McClellan,  on  behalf  of  the  American 
Bankers  Association,  follow:] 
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US.  HOUSE  OF  REPRESENTATIVES 


COMMITTEE  OH  BANKING.  R NANCE  AND  UP 


September  13,  1983 


Mr.  Jerry  Lowrle 
American  Bankers  Associat 
1120  Connecticut  Ave.,  N.I 
Wuhington,  D.C.    20036 


Deregulation  Committe 


oni  Super viilon,  Regulation  and 
er  2!  on  the  proyiiions  of  H.R. 


13.       Accordingly,    we    have    scheduled    your    testimony    lor 

tober  «  in  Room  2128  of  the  Raybum  House  Oifice  Building. 

:h  Committee  rules,  please  deliver  130  copies  of  your  prepare1 

^o  the  Subcommittee,  Room 

also  requested  that  yc 
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U.S.  HOUSE  OF  REPRESENTATIVES 


September  13,  IS  13 


Mr.  Jerry  Lowrla 

American  Bankers  Assoc  is  lion 

1120  Connecticut  Ave.,  N.W. 
Washington,  D.C  20033 

Dear  Mr.  Lowriei 

Aa  deposit  deregulation  proceeds,  the  role  of  third  party  Intermediaries  or 
■money  Brokers"  appears  to  be  becoming  Increasingly  significant.  In  its 
deliberations  on  H.R.  353S,  Che  Subcommittee  should  know  more  about  sued 
activities.  Therefore,  In  addition  to  your  testimony  on  H.R.  3S35  pursuant  to  my 
letter  of  September  18,  1911,  please  provide  the  Subcommittee  with  your  viewi 
on  the  public  risks  and  Benefits  associated  with  the  activities  of  money  brokers. 
A  copy  of  my  recant  letter  to  the  federal  regulatory  agencies  concerning  money 
brokers,  and  related  material,  is  enclosed  for  your  information. 
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Statement  of  Rowland  J.  McClellan,  American  Bankers  Association 

Mr.  Chairman,    I  an  Jtowland  J.  mCIellan,   chairman  of  the  Board  and 
President  of  the  Bank  of  Wisconsin,  Janesville,  Wisconsin.      I  am 
representing  the  fcierican  Bankers  Association  as  a  member  of  that 
organization's  Government  Relations  Council,     The  combined  assets  of  ABA's 
nearly  13,000  member  banks  represent  approximately  95%  of  the  industry 
total.    While  our  members  range  In  size  from  the  smallest  to  the  largest 
banks,  approximately  90%  of  then  have  assets  of  less  than  S100  million. 

Me  welcome  this  opportunity  to  testify  on  H.R.  3S3S,   the  Demand  Deposit 
Equity  Act.     This  bill  would  eliminate  the  prohibition  against  paying 
Interest  on  demand  deposits,  would  extend  to  savings  and  loan  associations 
full  authority  to  offer  demand  deposits,  and  would  broaden  the  authority  of 
credit  mions  to  offer  share  drafts.     At-  the  Committee's  request,  we  have 
also  presented  our  views  on  the  activities  of  deposit  brokers. 

Ihe  American  Bankers  Association  has  supported  and  continues  to  support 
the  deregulation  of  financial  institutions  In  ways  that  allow  those 
Institutions  to  better  serve  their  customers.     Bowever,  the  Congress  has 
long  recognized  that  deregulation  of  deposit   Interest  rates  must  take  place 
in  an  environment  that  allows  depository  institutions  to  offset  the 
resulting   increase  in  interest  expenses.      Otherwise,  deregulation  of  deposit 
interest  rates  could   threaten  the  safety  and   soundness  of  our   financial 
systm,   and  would  force  a  disproportionate  shore  of  the  adjustment  burden  on 
one  or  more  groups  of  bank  customers  such  as  small  business,  consumer,  and 
agricultural  borrowers. 

Any  consideration  o£  interest  on  demand  deposits  should  be  delayed  to 
allow  a  better  asesanent  of  how  well  commercial  banks  are  adapting  to  the 
deregulation  of  interest  rates  for  time  and  savings  deposit  ceilings.  An 
Important  step  in  the  deregulation  process  occurred  with  the  Introduction 
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several  months  ago  of  the  ceiling-free  Money  Market  Deposit  Account  and 
Super  KM  Account.     While  the  ability  to  offer  these  new  accounts  has  helped 
reduce  the  competitive  disadvantage  suffered  by  depository  Institutions  in 
conpetlng  with  nondeposlt  institutions.   It  has  created  significant 
adjustment  costs  and  problems.     It  is  still  too  early  bo  tell  how 
successfully  depositary  institutions  are  adapting  to  this  change.     Payment 
of  interest  on  demand  deposits  should  not  be  allowed  until  some  of  this 
uncertainty  has  been  eliminated. 

More  Importantly,  four  serious  problems  currently  face  commercial 
banks,  limiting  their  ability  to  meet  the  financial  service  needs  of  their 
customers.     Resolution  of  these  problems  will  create  an  environment  In  which 
banks  will  be  able  to  adjust  to  the  Increased  interest  cost  resulting  from 
payment  of  Interest  on  demand  deposits.     These   include: 

1.  The  Inability  of  connercial  banks  to  offer  their  customers  a  wider 
range  of  financial   services  and,  thus,   to  compete  with  a  growing 
number  of  organizations  that  can  do  so, 

2.  The  unrealistic  ally  low  usury  ceilings  imposed  by  some  states. 

3.  The  Implicit  tax  imposed  on  all  depository  Institutions  by  the 

necessity  of  holding   required  reserves  in  nonlnterest  bearing  form. 

4.  The  large  number  of  personal  bankruptcies  resulting  from  abuse  of 
bankruptcy  laws. 

All  of  these  problems  require  legislation  to  achieve  a  solution.    We 
believe  that  these  issues  must  be  addressed  before  Congress  considers 
permitting  the  payment  of  Interest  on  demand  deposits.     Once  legislative 
solutions  are  achieved,  such  consideration  would  be  the  next  logical  step  in 
the  process  of  deregulating  depository  Institutions. 
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We  alas  believe  that  Che  granting  of  broader  danand  deposit  powers  to 
savings  and  loan  associations  should  not  occur  until  banks  receive  the  power 
to  invest  In  and  develop  real  estate,  and  any  other  powers  and  authority 
currently  available  to  savings  and  loan  associations.     Moreover,  we  believe 
that  savings  and  loan  associations  should  not  be  given  broader  demand 
deposit  authority  and  credit  unions  should  not  be  given  broader  share  draft 
authority  until  they  are  regulated  mare  like  commercial  banks.    Granting 
full  checking  account  authority  to  thrift  Institutions  brings  then  into 
essentially  full  parity  with  banks.     However,  savings  and  loan  associations 
operate  under  a  significantly  less  restrictive  regulatory  structure.     For 
example,  the  capital  requirements  for  savings  and  loans  are  considerably 
less  stringent  than  the  capital  requirements  for  banks.     Another  regulatory 
advantage  of  savings  and  loan  associations  is  their  access  to   the  Federal 
Home  Loan  Bank  advances  mechanism  as  a  source  of  long-term  funds.     As 
savings  and  loans  become  increasingly  bank-like,  we  believe  that  they  should 
be  subject  to  the  same  regulatory  standards  as  banks. 


Laying  the  Foundation  for  Payment  of  Interest  on  Demand  Deposits 

Let  me  describe  in  more  detail  the  steps  we  believe  should  be  taken  to 
allow  commercial  banks  to  adapt  to  an  environment  of  interest  bearing  demand 
deposits. 

1.      Mew  Products  and  Services.     Allowing  commercial   banks  to  provide 
their  customers  with  a  broader  range  of  products  and  services  will  benefit 
consumers  by  Increasing  competition  and  efficiency  in  financial  service 
markets.      It  will  also  provide  banks  with  an  opportunity  to   Increase  fee 
income  that  can  help  offset  the  cost  of  paying  interest  on  danand  deposits. 
The  Inability  to  offer  a  broader  range  of  services  will  continue  to  put 
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banks  at  a  competitive  disadvantage  relative  to  other  financial 
institutions. 

The  financial   services   Industry  is  evolving   at  on  unprecedented   rate. 
Technological  advances  and  changes  In  the  financial  environment  appear  to 
have  reduced   the  costs  of  delivering  a  wide  range  of  financial  services 
relative  to  the  costs  of  delivering  those  services  Individually.     This  Is 
reflected  in  the  growing  number  of  nonbank  financial   institutions  that  have 
begun  offering  their  customers  bank  or  bank-like  services  either  directly  or 
through  the  acquisition  of  a  so-called  "nonbank*  bank.     Under  existing  laws, 
comnerclal  banks  are  at  a  competitive  disadvantage  to  these  companies 
because  they  are  not  allowed  to  offer  the  same  wide  range  of  services. 
Moreover,  under  existing  laws,  nonbanks  can  frequently  provide  bonk-like 
services  free  from  the  regulatory  restraints  that  are  Imposed  on  commercial 

This  Committee  currently  has  before  it  a  proposal  that  would  allow  all 
financial  institutions  to  offer  their  customers  a  wide  range  of  services  and 
ensure  that  each  service  would  be  provided  under  the  same  regulatory 
constraints.    We  urge  the  Committee  to  quickly  take  action  on  this  proposal. 

Some  have  argued  that  competitive  equity  between  banks  and  other 
Institutions  can  be  preserved  by  imposing  a  moratorium  on  the  acquisition  of 
so-called  nonbank  banks.     However,  a  moratorium  would  not  prevent 
institutions  that  have  already  made  such  acquisitions  from  using  them  In  a 
way  that  would  provide  them  with  a  competitive  advantage  over  other 
financial  Institutions,     More  importantly,  it  would  not  stop  nonbank 
institutions  from  offering  a  number  of  bank-like  services  such  as  carfi 
management  accounts  and  money  market  funds  on  which  checks  can  be  written. 
In  some  cases  these  services  can  be  offered  under  much  less  restrictive 
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regulations  Chan  are  imposed  on  similar  services  offered  by  commercial 
banks.     Hence,  we  are  opposed  to  any  sort  of  moratoriun. 

Considerations  of  competitive  equity  also  suggest  that  savings  and  loan 
associations  should  not  be  granted  the  authority  to  offer  corporate  demand 
deposits  until  banks  are  given  broader  powers  to  allow  them  to  compete. 
Savings  and  loan  associations  can  now  provide  virtually  all  of  the  services 
provided  by  commercial  banks  and  some  that  banks  cannot  offer.      For  example, 
they  can  invest  in  real  estate  equity  and  conduct  insurance  agency 
operations.     Savings  and  loan  associations  should  not  be  given  the  power  to 
offer  corporate  demand  deposits  until  commercial  banks  are  given  all  the 
powers  enjoyed  by  savings  and  loan  associations. 

2.     Payment  of  Interest  on  Reserves.     Before  the  prohibition  on  the 
payment  of  interest  on  demand  deposits  is  eliminated,  the  Federal  Reserve 
should  begin  to  pay  interest  on  all   required   reserve  balances  that 
depository  institutions  hold  at  the  Federal  Reserve.     The  Federal  Reserve 
today  Imposes  an  implicit  tax  on  deposits  in  the  form  of  non-interest 
bearing  required  reserves.     This  tax  raises  the  cost  and  thus  reduces  the 
interest  rate  viiich  depository  institutions  can  afford  to  pay  on  deposits, 
making  it  difficult  for  depository  institutions  to  compete  with  other 
Institutions  viiich  offer  deposit  like   Instruments  that  are  not  subject  to 


The  tax  also  creates  Incentives  to   Innovate  new  financial   instruments 
that  are  close  siiastitutes  for  dmand  deposits  but  are  not  subject  to 
reserve  requirements.     In  recent  years,  development  of  these  new  financial 
Instruments  has  clouded   Interpretation  of  the  monetary  aggregates  and 
Complicated   the  execution  of  monetary  policy,      paying    Interest  on  these 

s  will  increase  the  effectiveness  of  monetary  policy  and  help  create 
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an  environment  In  which  psiment  of   interest  on  danand  deposits  can  be 
considered. 

One  current  proposal   to  pay  interest  on  reserves  would   limit  paymontrt 
to  reserves  held  against  either  the  Money  Market  Deposit  Accomts  or  Super 
KM  Account-').     The  volune  of  interest  payments  under  such  a  limitation  would 
eliminate  only  a  small  portion  of  the  reserve  requirement  tax  imposed  on 
depository  institutions.     Even  If  Interest  were  paid  on  all  required 
reserves  held  at  the  Federal  Reserve,  It  would  offset  only  a  Mali  portion 
of  the  cost  of  paying  interest  on  demand  deposits,  especially  at  SMtLler 
banks  which  in  many  cases  hold  the  bulk  of  their  required  reserves  In  the 
form  of  vault  cash. 

3.  Usury  Ceilings.     Even  with  the  adjustments  described  above,  a 
portion  of  the  increase  in  Interest  expense  resulting  from  deregulation  will 
have  to  be  passed  on  In  the  form  of  higher  rates  for  bank  borrowers.     In 
some  states  usury  ceilings  are  already  too  low  to  compensate  lenders  for 
their  cost  of  funds  and  the  risks  associated  with  lending  to  some  borrowers. 
In  such  situations,  deposit  interest  rats  deregulation  will  lead  to  either  a 
decline  in  the  safety  and  soundness  of  the  banking  system  or  a  diminished 
flow  of  credit,  particularly  to  higher  risk  borrowers,     'ihese  ceilings  need 
to  be  eliminated  before  the  Issue  of  Interest  on  demand  deposits  can  be 
addressed. 

4.  Bankruptcy  Reform.     Changes  in  the  bankruptcy  laws  In  1978  have  led 
to  considerable  abuse  of  the  bankruptcy  system.     The  number  of  personal 
bankruptcies  jumped  from  172,423  In  1978  to  449,839  in  1962  —  an  increase 
of  160%.     Our  members  and  all  consumer  lenders  are  faced  with  significant 
dollar  losses  resulting  from  the  record  number  of  bankruptcies.     These 
losses  have  a  direct  adverse  effect  on  bank  profitability,  which  Inevitably 
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vill  affect  credit  costs  for  all  borrowers,  since  borrowers  who  pay  their 
debts  must  pay  the  costs  created  by  those  tiio  do  not. 

We  recognize  that  the  growth  In  personal  bankruptcies  is  due   in  part  to 
the  strains  under  Wiich  our  economy  has  labored  during  the  past  few  years. 
Bawever,  we  believe  that  a  significant  portion  of  bankruptcies  since  1978 
reflect  an  Increasing  trend  to  use  the  bankruptcy  mechanism  to  deal  with 
what  is  essentially  affordable  consumer  debt.      In  some  cases,  consumers  who 
have  sufficient  income  to  ceet  their  debts  are  choosing  bankruptcy  as  an 
expedient  meals  of  discharging  their  debt.      Failure  to  rowdy  the  situation 
will  result  in  a  significant  increase  In  rates  on  personal  loans  or  a 
diminishing  flow  of  credit,  particularly  to  high  risk  borrowers.     These 
problems  deserve  Congressional  attention  regardless  of  the  issue  of  paying 
interest  on  demand  deposits. 

Impact  of  Paying   Interest  on  Demand  Deposits 

The  legislative  changes  described  above  will  create  ai  environment  in 
which  payment  of  interest  on  demand  deposits  can  be  considered.     Without 
these  changes,  payment  of  Interest  on  demand  deposits  could  threaten  the 
safety  and  aoindness  of  the  banking  system  or  impose  a  disportionaU  share 
of  the  adjustment  burden  on  some  groups  of  bank  customers  such  as  small 
business,  consmer  i  and  agricultural  borrowers. 

Payment  of  interest  on  demand  deposits  will  dramatically  increase  the 
cost  of  funds  at  commercial  banks.     Ml  the  end  of  1962,  demand  deposits 
accounted  for  21.7%  of  total  deposits  and  16.9%  of  total  assets  at 
commercial  bonks.     Even  subtracting  uncollected  balances  and  balances  due 
from  domestic  banks  on  the  theory  that  such  balances  will  earn  interest  for 
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the  bank,   net  demand  deposits  still  equal  12.1%  of  total  assets  of  the 
cannerc tal   banking   industry. 

Same  Idea  of  the  potential   Impact  of  paying   Interest  on  these  balances 
can  be  seen  in  Table  1  which  shows  data  for  3  hypothetical  banks  of 
different  sixes.     These  hypothetical  banks  have  been  constructed  using 
InJustry  average  data  for  banks  of  that  general  siie  class.     Table  1  shows 
the  Increase  in  interest  cost  resulting  from  the  payment  of  interest  at  a  Tt 
rate  on  net  donand  deposits  under  2  different  scenarios.     In  the  first 
scenario   it  is  assumed  that  1001  of  net  demand  deposits  earn  Interest.     In 
the  second  scenario  It  Is  assumed  that  only  40%  of  the  donand  deposit 
balances  earn  interest,     ihder  the  first  scenario,  the  increase  in  interest 
expense  at  the  middle  size  bank  actually  exceeds  1982  pre-tax   incase.      Even 
indec  the  second  scenario,  the  increase   In  net  interest  cost  ranges  from  30 
to  45%  of  the  1982  pre-tax  income  of  these  hypothetical  banks.     Obviously, 
payment  of  Interest  on  demand  deposits  without  any  offsetting  adjustments 
vnuld  have  such  a  profound  effect  on  commercial  banks  that  it  would  threaten 
the  safety  and  soundness  of  our  financial  system. 

I  have  analyzed  the  potential  impact  of  paying  interest  on  donand 
deposits  both  at  my  own  bank,  the  Bank  of  Wisconsin,  and  at  the  Merchants 
Bank  of  EvansviHe  which  is  a  part  of  the  same  holding  company.  I  would 
like  to  describe  to  you  the  adjustments  wc  believe  would  be  necessary  at 
these  two  banks  and  the  impact  these  adjustments  would  have  on  customers. 
Let  me  first  give  you  a  brief  sketch  of  the  two  banks  and  the  communities 
they  serve. 

The  Bank  of  Wisconsin  has  assets  of  over  S160  million  and  serves  the 
community  of  Janesville,  Wisconsin  which  has  a  population  of  about  50,000. 
Since  the  largest  employer   in  Janesville  is  General  Hatora,  ■ 
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fortunes  often  parallel  those  of  the  auto  industry.     Curing  both  1981  and 
1962,  our  unemployment  rate  averaged  16.21,  well  above  the  national  average. 

In  spite  of  the  fact  that  we  have  several  large  employers  in  town,  most 
of  our  commercial  borrowers  are  relatively  snail  businesses.     In  Janesvllle, 
as  In  other  towns  across  the  country,  the  combination  of  recession  and  high 
interest  rates  has  resulted  In  the  failure  of  an  above  average  number  of 
small  businesses  in  the  last  couple  of  years  which  has  led  to  an  increase  in 
loan  losses.     Typically,  loan  losses  do  not  peak  until  the  year  following 
the  trough  of  Che  recession.     Me  hove  already  been  forced  to   Increase  our 
rcinlnterest  expenses  to  monitor  and  renegotiate  sane  problem  loans,  and  to 
manage  and  dispose  of  assets  acquired  when  some  of  these  loans  went  bad. 

In  addition  to  serving  snail  business  borrowers,  the  Bank  of  Wisconsin 
makes  an  Important  contribution  to  housing  finance  in  the  Janesvllle 
c  a  mi  unity.      Residential  mortgages  now  represent  331  of  the  bank's  total 
loans.    While  volatile  Interest  rates  have  forced  is  to  stop  adding 
mortgage  loans  to  our  own  portfolio,  we  continue  to  make  an  important 
contribution  to  housing  finance  in  our  market  by  originating  aortgajes  for 
resale  In  the  secondary  market. 

Hie  Merchants  Bank  of  Evansvllle  has  total   assets  of  about  $10  million. 
Since  the  Evansville  community  is  primarily  agricultural,  loans  to  farmers 
account  for  about  3D*  of  the  bank's  loan  portfolio.     Many  of  the  bank's  farm 
borrowers  have  experienced  dramatic  declines  in  production  this  year  as  a 
result  of  the  severe  drought. 

Since  over  13,500  of  the  nation's  14,450  banks  have  assets  of  less  than 
S200  million,   I  believe  the  following  brief  analysis  of  the  impact  of  paying 
interest  on  demand  deposits  at  these  two  banks  Is  indicative  of  what  the 
largest  number  of  the  nation's  conmerclal  banks  would  face.     In  fact,  the 
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adjustment  problems  nay  be  less  severe  at  these  two  banks  thin  at  other 
banks  of  similar  size  because  we  have  already  begun  a  transition  towards 
effective  payment  of  Interest  on  demand  deposits. 

At  the  Bulk  of  Wisconsin,  we  give  our  commercial  checking  accouit 
customers  an  earnings  credit  on  their  checking  balances  that  is  tied  to  the 
91-day  Treasury  bill  rate  adjusted  for  reserve  requirements.  They  are  also 
charged  for  the  services  they  receive.  Because  of  the  prohibition  against 
paying  interest  on  demand  deposits,  customers  whose  earnings  credit  exceeds 
their  service  charges  receive  no  money.  Based  on  data  for  the  first  eight 
months  of  the  year,  no  calculate  that  ue  would  cay  about  S290,000  a  year  to 
those  camnerclal  checking  customers  whose  earnings  credit  now  exceed  their 
service  charges. 

About  half  of  this  increase  in  Interest  expense  could  be  recovered  from 
loan  customers  who  receive  a  credit  for  their  demand  deposit  balances, 
while  these  borrowers  will  experience  higher  Interest  rates  on  their  loans, 
this  will  be  exactly  offset  by  Interest  Income  from  their  demand  deposits. 
Hie  remaining  SI  15, 000  of  increased   Interest  expense  would  have  to  be  passed 
through  to  borrowers  who  will  have  no  additional   income  with  which  to  offset 
this  increase  in  interest  expense.     In  the  long  run,  these  costs  will 
probably  be  passed  on  to  all  types  of  borrowers.     However,   in  the  short  run, 
the  only  loans  that  can  be  repriced  in  a  relatively  short  period  of  time  are 
commercial  loans  and  loans  to  farmers.     The  $145,000  increase  In  cost 
amounts  to  an  increase  in  rates  of  about  45  basis  points  vhen  spread  anon? 
all  of  our  ccraoercial  loans  and  loans  to  fanners. 

A  similar  calculation  for  the  Merchants  Bank  of  Evansville  suggests 
that  Interest  on  denand  deposits  will  lead  to  Increase  In  loan  rates  for 
business  and  farm  borrowers  of  about  25  basis  points.     Ihe  increase  in  loan 
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rates  Is  lower  at  this  bank  because  tt  has  a  higher  percentage  of  short-teem 
business  and  farm  loans  that  can  be  rapidly  repriced. 

This  increase  in  interest  rates  would  come  at  a  very  difficult  tine  for 
our  snail  business  and  farm  borrowers.     Since  the  first  of  the  year,  we  have 
had  to  raise  our  loan  rates  at  the  Bank  of  Wisconsin  about  25  basis  paints 
because  of  the  Increase  In  the  cost  of  funds  resulting  from  the  introduction 
of  the  Money  Market  Deposit  Account  last  December  and  the  Super  KM  Account 
in  January.     This  Increase  in  Interest  cost  canes  at  a   time  when  our  farm 
and  commercial  borrowers  are  already  struggling  under  the  weight  of  the 
economic  problems  described  above.     Economic  recovery  and  better  growing 
conditions  for  our   farmers  will   eventually  return  the  ctmmixiities  served  by 
these  two  banks  to  prosperity.     But  that  will  take  time.     In  the  meantime, 
these  borrowers  can  little  afford  the  higher  rates  that  would  result  from 
paying   Interest  on  demand  deposits.     However,  at  the  Bank  of  Wisconsin,  we 
tiould  have  no  alternatives  to  passing  on  these  higher   interest  cost  to  our 
borrowers.    We  have  examined  all  of  the  other  possible  ways  to  offset  this 
increased  Interest  expense  and  feel  that  they  will  be  insignificant.     Our 
bank  already  charges  for  the  services  we  provide  and  there  is  little 
opportunity  for  increased  service  charges  or  fee  income  without  the 
authority  to  offer  additional  products  and  services, 

Biperlence  With  Interest  Rate  Deregulation  to  Date 

Even  if  the  proposed  legislative  changes  described  above  become  law, 
consideration  of  Interest  on  demand  deposits  should  be  delayed  until  we  Can 
better  assess  how  well  commercial  banks  have  adapted  to  Interest  rats 
deregulation  so  far.     It  is  particularly  important  to  be  able  to  assess  the 
effects  of  the  Ftoney  Market  Deposit  Account  Introduced  in  December  of  last 
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year  and  the  Super  MM  Account  introduced  in  January  of  this  year.  The 
following  analysis  does  not  reflect  the  impact  of  M4Wa  and  Super  NCWs 
because  the  data  are  not  yet  available. 

Table  2  shows  the  behavior  of  various  income  statement  items  as  a 
percent  of  average  assets  for  all  commercial  banks  and  for  three  size 
categories  of  banks  for  the  years  1979  -  1982.      Curing   this  period  there  was    , 
a  substantial  anoint  of  Interest  rate  deregulation.     Table  2  indicates  that 
for  the  industry  as  a  *hol e  deposits  subject  to  below  market  interest  rate 
ceilings  as  a  percent  of  total  liabilities  fell  from  52.2%  at  the  end  of 
197B  to  33.91  at  the  end  of  1962.     During  this  period  banks  experienced  a 
tremendous  increase  in  Interest  expense  as  a  percent  of  average  assets  as  a 
result  of  both  the  Increase  in  market  interest  rates  and  the  decrease  in  the 
percentage  of  deposits  that  earned  below  market  rates.     Through  the  end  of 
1982,  virtually  all  of  this  increase  was  offset  by  higher   interest  income  as 
a  percent  of  average  assets.     This  suggests  a  considerable  portion  of  the 
increased  cost   resulting  from  the  elimination  of  interest  rate  ceilings  wns 
passed  on  to  borrowers. 

Bjwever,  the  behavior  of  net  interest  margins  over  this  period  does  not 
tell  the  whole  story.     I  believe  banks  have,  perhaps  unconclously,  modified 
their  loan  standards  In  an  attempt  to  obtain  the  higher  loan  yields 
necessary  to  cover  the  Increase  in  interest  expense  resulting  from  the 
deregulation  of  deposit  Interest  rates.     Par  the  entire  industry,  loan 
losses  as  a  percent  of  average  assets  rose  drama  tic  ally  last  year.     I 
believe  that  we  will  experience  another  dramatic  Increase  this  year  as 
history  shows  that  loan  losses  typically  peak  In  the  year  after  the  bottom 
of  the  business  cycle.     I  believe  the  increase  will  be  more  severe  than  It 
would  have  been  In  the  absence  of  Interest  rate  deregulation. 
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In  addition,  loan  losses  do  not  cover  all  of  the  costs  Associated  with 
declining   loan  credit.      In  my  owl  bank,   there  has  been  a  dramatic    Increase 
In  noninterest  expenses  ever  the  last  tuo  years  for  such  things  as  attorneys 
fees  and  the  cost  of  managing  and  disposing  of  assets  tiilch  accrue  to  the 
bank  when  loans  go  bad.     Table  2  shows  that  the  entire  industry  has 
experienced  a  dranatic  Increase  In  noninterest  expense   In  recent  years. 
This  suggests  that  banks  and  their  customers  have  not  completely  adjusted  to 
the   Interest   rate  deregulation  that  has  already  occurred. 

In  late  1962,  there  xas  a  significant  change  In  the  nature  of  Interest 
rate  deregulation.  The  Money  Market  Deposit  Account  Introduced  in  Decanber 
1982  was  the  first  ceiling   free  accoixit  to  enjoy  widespread  popularity.     A 

from  within  the  bank  and  from  outside  the  bank.      These  shifts  have  increased 
the  averse  Interest  expense  p£r  dollar  of  assets  incurred  by  cccnerclal 
banks.      It  Is  still  too  early  to  determine  tow  successful  banks  have  been   in 
making  the  adjustment  to  those  deposit  accounts  without  any  interest  rate 
ceilings,      ttowever,   there  Is  some  concern  that  the  mismatch  between  the 
maturity  of  assets  and  liabilities  has  widened  since  the  introduction  of  the 
Money  Market  Deposit  Accounts  and  the  Super  HOW  Accounts.     This  means  that 
banks  could  be  especially  vulnerable  to  any  significant  increase  in  interest 


fbr  these  reasons,  we  believe  that  consideration  of  payment 
on  demand  deposits  should  be  delayed  imtll  we  can  assess  with  greater 
certainty  how  depository  Institutions  have  adjusted  to  the  MMDA  and  Supet 
NCW  Accounts. 
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Brokered  Deposits 

Another    issue  being  considered  by  the  Ejuuconcnittee   Is  the  concern  chat 
has  arisen  with  the  activities  of  so-called  money  brokers.     Maney  brokers 
are  essentially  middlemen  Who  take  funds  from  individual  depositors  and 
investors  and  deposit  those  funds  in  the  highest-yielding  depository 
institution  certificates  of  deposit  they  can  find.     For  this  service,  they 
receive  a  fee  from  the  depositor  or  the  Institution  receiving  the  deposit 
or,  sometimes,  both.     They  exist  because  some  Investors  and  depositors  with 
a  large  volune  of  funds  may  not  have  the  time  or  the  resources  to  discover 
for  themselves  the  highest  returns  on  deposits  i*ich  may  be  available  from 
different  Institutions. 

Jfcney  brokers  serve  a  useful  purpose   in  providing  additional   liquidity 
to  financial    Institutions  and  in  providing  high  returns  to  depositors.      Our 
Association  would  therefore  oppose  «iy  general   prohibition  on  money  brokers' 
activities.    Vis  uould  note  that  any  such  prohibition  would  be  virtually 
unenforceable. 

Me  recognize  that  the  activities  of  money  brokers  can  represent  an 
unwarranted  claim  against  the  FDIC's  deposit  insurance  trust  fund  when  they 
take  large  deposits  and  break  them  into  $100,000  lots  for  deposit  Into 
separate  institutions  in  order  to  ensure  that  the  entire  deposit  Is  covered 
by  deposit  insurance,     litis  practice  can  be  exacerbated  i*en  money  brokers 
choose  to  deal  only  on  the  basis  of  rate,   because  problem  banks  and  thrifts 
may  pay  significant  premiums  over  market  rates  in  order  to  attract  deposits. 
This  combination  of  high  rates  paid  by  problem   institutions  with  brokers  In 
search  of  the  highest  rates  available  may  lead   to   a  disportlonate  matching 
of  brokered  deposits  with  problem  banks. 

In  order  to  determine  the  scope  of  this  problem,  our  Association 
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supports  the  decision  of  the  tank  regulatory  agencies  to  begin  collecting 
information  on  bank  call  reports  concerning  the  amounts  of  brokered  deposits 
in  the  banking  system.     Oils  data  will  allow  the  regulatory  agencies  to 
analyze  the  scope  and  severity  of  the  problem,      lb  the  best  of  our 
knowledge,  the  Federal  Borne  Loan  Bank  Board   Is  not  yet  collecting  similar 
information  for  savings  and  loans. 

If  the  information  generated  by  the  new  reporting  of  brokered  funds 
indicates  a  widespread  problem,  our  Assoc la 1  ton  stands  ready  to  work  with 
the  depository  institution  regulatory  agencies  to  limit  potential  abuses  of 
money  broker  activities.    We  feel  strongly  that  any  restrictions  on  money 
broker  activities  should  apply  equally  to  all  types  of  depository 
Institutions,  and  could  support  no  regulation  that  was  not  uniform. 

Conclusion 

Consideration  of  allowing  payment  of  interest  on  demand  deposits  should 
await  the  legislative  changes  that  are  needed  to  create  an  environment  in 
which  banks  can  offset  the  resulting  increase  in  Interest  expense,     ftnong 
the  changes  that  are  needed  are; 

1.  Broadening  of  the  products  and  services  that  can  be  offered  by 
commercial  banks. 

2.  Elimination  of  unreal 1st ically  low  state  usury  ceilings. 

3.  Payment  of  Interest  on  reserve  balances  held  at  the  Fed. 
A.     Reform  of  the  Bankruptcy  tot  to  prevent  abuse. 

In  addition,  consideration  of  payment  of   Interest  on  demand  deposits 
should  await  a  better  assessment  of  how  well  banks  have  adapted   to   recent 
deregulation  of  deposit  interest  rates.     Finally,  additional  demand  deposit 
powers  should  not  be  granted  to  savings  and  loan  associations  until  banks 
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can  offer  all  of  the  services  offered  by  savings  and   loan  associations  and 
imtil  greater  regulatory  parity  between  the  two  types  of  institutions  Is 
achieved. 

Cti  the  separate   Issue  of  brokered  deposits,  we  are  opposed  to  placing 
any  general  prohibition  on  deposit  brokerage  activities.     We  believe  that 
the  regulatory  agencies  should  monitor  the  impact  of  brokered  deposits,  and 
we  would  be  willing   to  assist  in  developing  remedies   for  any  abuses  that  may 
be  discovered. 
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Chairman  St  Germain.  Thank  you,  Mr.  McClellan. 

Our  next  witness  will  be  Mr.  Noel  R.  Estep,  president  of  the 
Southwest  National  Bank,  Wichita,  Kans.  He  is  appearing  on 
behalf  of  the  Independent  Bankers  Association  of  America. 

We  will  place  your  entire  statement  in  the  record  and  you  may 
proceed. 

STATEMENT  OF  NOEL  R.  ESTEP,  PRESIDENT,  SOUTHWEST  NA- 
TIONAL BANK,  WICHITA,  KANS.,  REPRESENTING  THE  INDE- 
PENDENT BANKERS  ASSOCIATION  OF  AMERICA 

Mr.  Estep.  Thank  you  very  much,  Chairman  St  Germain. 

Chairman  St  Germain.  Because  there  are  some  very  highly  paid 
lobbyists  in  the  audience,  they  will  hang  on  your  every  word.  We 
wouldn't  want  to  disappoint  them,  so  pull  that  mike  a  little  closer. 

Mr.  Estep.  Thank  you. 

Chairman  St  Germain,  and  members  of  the  subcommittee,  my 
name  is  Noel  R.  Estep,  and  I  am  president  of  the  Southwest  Na- 
tional Bank  located  in  Wichita,  Kans.  Southwest  is  a  $125  million- 
asset  bank  established  in  1915. 

I  am  proud  to  be  here  today  representing  the  Independent  Bank- 
ers Association  of  America,  IBAA,  the  trade  association  represent- 
ing approximately  7,000  national  and  State  banks  serving  their 
communities  in  49  States  and  in  the  District  of  Columbia.  I  also 
serve  as  the  chairman  of  IBAA's  Regulation  Review  Committee. 

At  this  point,  I  also  wish  to  note  for  the  record  that  our  views 
regarding  interest  bearing  commercial  checking  are  seconded  by 
the  Independent  Bankers  Association  of  Florida  and  by  the  Coali- 
tion of  Community  Banks  of  Florida. 

The  IBAA  appreciates  your  request  to  testify  in  regard  to  legisla- 
tive proposals  to  repeal  the  statutory  prohibitions  on  the  payment 
of  interest  on  commercial  checking  accounts,  and  to  provide  our 
views  on  the  activities  of  money  brokers. 

As  concerns  the  first  and  more  important  topic,  the  IBAA's  posi- 
tion consists  of  four  points.  First,  the  round  of  interest  rate  deregu- 
lation authorized  by  the  Depository  Institutions  Deregulation  Act 
of  1980  has  essentially  been  completed,  quite  ahead  of  schedule. 
Banking  needs  a  pause  to  adjust  to  this  brave  new  world  before 
any  further  interest  costs  are  thrust  upon  us.  A  near-term  conver- 
sion of  business  demand  deposits  to  market  rates  will  make  the 
survival  of  many  banks  more  difficult.  As  the  lengthy  and  growing 
problem  bank  and  bank  failure  list  indicates,  this  is  not  a  concern 
to  be  taken  lightly. 

The  number  of  problem  banks  stands  at  587  and  may  peak  above 
700  before  year's  end.  A  story  from  the  front  page  of  last  Thurs- 
day's New  York  Times,  September  29,  1983,  read  as  follows: 
"Almost  600  banks  are  in  deep  financial  trouble  because  of  bad 
loans  in  the  wake  of  1981-82  recession,  representing  4  percent  of 
the  Nation's  14,835  banks.  This  was  the  highest  level  ever  recorded 
by  the  FDIC.  Deregulation  has  substantially  increased  the  amount 
of  money  needed  to  pay  for  banks'  deposits.  This  is  expected  to  con- 
tinue to  climb  until  the  economic  recovery  is  further  underway." 

Second,  if  Congress  requires  us  to  do  so,  most  banks  can  adjust  to 
the  very  substantial  costs  of  interest  on  commercial  checking  ac- 


,vGoogIe 


counts,  provided  it  is  phased  in  at  a  reasonable  pace  some  time  in 
the  future.  However,  it  would  be  wrong  to  believe  that  such  action 
will  provide  a  net  benefit  to  small  business.  Business  checking  de- 
regulation will  be  a  zero-sum  game  in  which  credit  users  will  pay 
for  the  new  benefits  accruing  to  cash-rich  businesses,  and  in  which 
the  prevailing  cost  of  credit  to  all  borrowers  must  increase. 

We  would  recommend  a  study  on  market  rate  deposits  precede 
any  congressional  action.  The  cost  estimates  provided  by  the  DIDC 
seem  unrealistically  low.  I  would  like  to  share  with  you  one  of 
these  cost  estimates  which  we  have  received. 

A  $64  million  bank  in  Colorado  estimates  that  this  proposal 
would  increase  its  costs  between  $160,000  and  $240,000  per  year, 
decreasing  earnings  by  23  to  34  percent.  The  banker  supplying  that 
estimate  added  the  following  comment:  "The  going  rate  on  a  new 
car  loan  is  approximately  14  percent.  If  you  did  away  with  the 
NOW  and  money  market  accounts,  the  going  rate  would  be  be- 
tween 9  and  10  percent.  The  average  American  depositor  cannot 
afford  to  keep  $2,500  in  a  money  market  account  to  get  a  high 

S'eld,  but  this  is  the  same  person  who  has  to  borrow  $10,000  at  the 
gher  rates  to  buy  a  car." 

As  for  my  own  bank,  paying  our  average  Super  NOW  rate  of  7.2 
percent  on  the  $9.2  million  in  business  demand  deposits  would  cost 
$660,000  over  1  year.  I  am  currently  projecting  a  pretax  profit  of  $1 
million  for  1983,  thus  this  legislation  could  cut  my  gross  income  by 
more  than  50  percent. 

How  would  I  offset  this  potential  halving  of  my  profits?  In  order 
to  balance  this  cost  against  my  bank's  $54  million  loan  portfolio,  its 
average  rate  of  return  would  have  to  go  up  by  1.2  percent.  To 
achieve  that,  I  would  have  to  raise  new  loan  rates  by  more  than 
200  basis  points. 

I  believe  that  most  of  my  small  business  customers,  once  this  is 
explained,  would  prefer  to  forego  interest  on  checking  in  lieu  of 
paying 

Chairman  St  Germain.  Excuse  me.  I  am  trying  to  see  if  you  can 
clear  something  up  for  me. 

Mr.  Estep.  I  will  try. 

Chairman  St  Germain.  How  many  commercial  banks  are  there 
in  your  community? 

Mr.  Estep.  Sixteen. 

Chairman  St  Germain.  Would  they  all  do  likewise? 

Mr.  Estep.  I  cannot  speak  for  the  earnings  of  the  other  banks. 

Chairman  St  Germain.  I  thought  I  heard  you  say  that  it  would 
cost  you  $670,000  to  pay  interest,  and  that  your  profit  last  year  was 
$1  million-something.  In  order  to  maintain  that  profit  you  would 
have  to  increase  the  loan  rate;  right? 

Mr.  Estep.  Yes. 

Chairman  St  Germain.  So  some  institutions  may  decide  that 
they  are  going  to  take  a  little  less  profit  because  they  have  been 
making  money  off  people  who  have  had  their  money  in  noninterest 
bearing  checking  accounts  for  years.  They  have  been  making  a 
profit  off  them;  they  have  gotten  this  free  money.  Now  all  of  a 
sudden  these  consumers  are  saying,  these  little  business  people 
who  stop  me  on  the  street,  gee,  we  like  that  bill,  it  is  about  time  we 
got  a  little  interest  on  checking  accounts  even  though  we  are  little 
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businesses.  And  they  are  going  to  say  to  them,  well,  we  may  pre- 
tend to  pay  you  a  little,  but  now  we  are  going  to  give  it  to  you  on 
the  other  end  because  we  are  not  going  to  lose  any  of  our  profit. 

Are  you  telling  me  that  all  institutions  in  your  hometown  will  do 
the  same  thing? 

Mr.  Estep.  Each  institution,  I  would  assume 

Chairman  St  Germain.  Would  reach  its  own  judgment? 

So  perhaps  there  are  some  who  will  say,  it  is  about  time  we 
shared  with  these  people  the  profit  we  have  been  making  on  their 
interest-free  checking  accounts  after  all  these  years  when  we  have 
had  their  money  for  nothing.  And  in  that  manner  perhaps,  if  that 
is  the  way  they  felt,  they  wouldn't  increase  their  loan  rate  and,  as 
a  result,  you  wouldn't  be  stuck  with  money  you  can't  lend  out. 
Right? 

Wouldn't  that  mean  you  would  have  to  decrease  your  loan  rate 
in  order  to  compete  with  the  fellow  across  the  street?  Isn't  that 
what  you  have  been  telling  me  over  the  years — we  want  to  compete 
in  that  marketplace;  don't  hamstring  us? 

This  is  a  question  of  removing  a  prohibition  and  saying,  go  ahead 
out  there  and  compete  with  your  fellow  commercial  bankers,  S&Ls 
and  thrifts. 

Mr.  Estep.  Mr.  Chairman,  that  is  why  we  suggest  that  you  might 
want  to  run  a  survey  of  the  banks,  a  well-structured  survey  to  see 
what  these  costs  would  be  to  them  and  what  reactions  they  might 
have. 

Chairman  St  Germain.  Well,  DIDC  provided  us  with  cost  esti- 
mates. They,  incidentally,  disagree  with  the  cost  estimates  we  got 
from  ABA  on  this. 

How  many  cost  estimates  do  we  have  to  have? 

Mr.  Estep.  You  have 

Chairman  St  Germain.  It  is  like  appointing  a  commission,  and  it 
is  a  dilatory  tactic. 

Mr.  Estep.  I  don't  believe  so,  sir. 

Chairman  St  Germain.  OK.  Proceed. 

Mr.  Estep.  Thank  you. 

Our  third  point,  recent  studies  indicate  that  interest  rate  deregu- 
lation will  significantly  cut  the  "spread"  for  depository  institutions. 
Therefore,  if  banks  are  to  remain  healthy  they  must  be  given  new 
opportunities  to  generate  income.  Such  opportunities,  be  they 
achieved  through  the  Treasury  bank  deregulation  proposal  or  any 
other  legislation,  must  precede  any  new  round  of  interest  rate  de- 
regulation which  increases  bank  costs.  Congress  should  not  contin- 
ue to  deregulate  liabilities  of  banks  without  addressing  the  asset 
Bide. 

Fourth,  thrift  institutions  do  not  require  the  ability  to  offer  in- 
terest checking  to  any  business  to  utilize  the  commercial  lending 
powers  which  they  received  in  the  Garn-St  Germain  Act.  Such 
power  will  thrust  them  deeper  into  commercial  banking  on  unfair 
competitive  terms,  increase  the  likelihood  of  heated  rate  competi- 
tion which  may  undermine  the  soundness  of  the  overall  depository 
system,  and  do  nothing  to  enhance  their  special  home  financing 
purposes. 

H.R.  3535  proposes  to  repeal  less  than  1  year  after  enactment  the 
Garn-St  Germain  bill's  restriction  on  thrift  institutions'  demand 
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deposit  powers.  That  bill  provided  the  thrifts  with  the  ability  to 
invest  up  to  10  percent  of  their  assets  in  commercial  lending  activi- 
ties on  the  theory  that  this  would  strengthen  their  primary  pur- 
pose of  home  finance  by  providing  them  with  a  means  to  reduce 
interest  rate  risk. 

The  thrifts  received  all  of  the  checking  account  power  they  need 
to  facilitate  this  new  asset  power,  but  now  with  the  ink  on  that  bill 
barely  dry,  it  is  proposed  that  they  provide  interest  checking  to  any 
business. 

We  hope  you  can  understand  the  reaction  of  community  bankers 
as  we  view  the  competitive  situation  this  would  place  us  in.  On  one 
flank,  we  have  the  important  money  center  banks  who  made  risky 
loans  around  the  globe  confident  that  the  Government  would  step 
in  and  push  in  any  subsequent  losses.  On  the  other  flank,  we  have 
the  thrifts  who  never  miss  an  opportunity  to  stress  their  home 
mortgage  role  even  as  they  come  forward  with  proposals  to  edge 
closer  to  commercial  banking. 

In  the  middle  sit  the  community  banks.  We  do  not  get  IMF  inter- 
vention when  our  loans  to  oil  drillers,  farmers,  machine  shops 

Chairman  St  Germain.  Excuse  me,  Mr.  Estep.  I  want  to  make 
this  clear  the  legislation  before  us  was  not  a  proposal  from  anyone. 
It  came  from  the  chairman  of  the  Banking  Committee.  I  introduced 
it  this  year.  So  it  didn't  come  from  the  thrifts  or  anyone  else. 

Mr.  Estep.  No,  sir.  I  am  aware  of  that. 

Chairman  St  Germain.  I  just  heard  you  say  that  they  came  forth 
with  the  proposals.  I  want  to  set  the  record  clear  that  I  am  not 
doing  anyone  s  bidding.  I  introduced  this  bill  because  I  believe  in  it 
and  have  believed  in  it  for  a  long  period  of  time. 

Mr.  Estep.  We  are  not  eligible  for  the  net  worth  assistance  pro- 

Sam.  We  are  paying  a  high  effective  tax  rate.  We  have  regulators 
iking  over  our  shoulders  ready  to  classify  our  loans  and  issue  en- 
forcement orders  the  minute  our  books  look  shakey.  And  we  are 
now  asked  to  pay  market  rates  and  compete  against  these  competi- 
tors who  are  protected  by  Government  action  from  the  full  range  of 
market  risks  and  discipline. 

For  these  four  reasons,  the  IBAA  finds  itself  in  a  position  of 
strong  opposition  to  H.R.  3535. 

Turning  to  the  DIDC  proposal,  we  find  it  somewhat  less  objec- 
tionable. Up  to  1  year  would  lapse  between  enactment  and  authori- 
zation of  market  rate  business  checking.  It  would  cap  the  interest 
on  small,  low  profit  accounts,  and  it  would  not  decouple  the  lend- 
ing and  checking  functions  for  the  thrifts,  and  thereby  would  not 
risk  as  damaging  rate  competition.  While  the  DIDC  bill  iB  less  ob- 
jectionable, we  still,  however,  cannot  support  it. 

Let  me  also  touch  on  one  suggested  tradeoff  for  interest  checking 
which  has  been  the  subject  of  much  press  speculation.  Representa- 
tive Barnard's  H.R.  1013,  which  would  have  the  Fed  pay  interest 
on  all  reservable  accounts  created  through  DIDC  actions,  is  certain- 
ly a  step  in  the  right  direction.  However,  for  community  banks,  not 
even  the  payment  of  interest  on  all  reserves  held  at  the  Fed  would 
begin  to  compensate  for  the  cost  of  interest  on  demand  deposits. 

Now,  I  would  like  to  address  the  money  brokerage.  We  certainly 
share  your  concern,  Mr.  Chairman,  about  the  brokerage  of  deposit 
products.  We  must,  however,  be  circumspect  in  our  remarks  on  this 
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subject  because  IBAA  is  currently  a  contributing  plaintiff  in  a  law- 
suit in  Iowa  against  money  brokers.  That  suit  filed  on  December 
29,  1982,  contends  that  the  DIDC  exceeded  its  statutory  powers 
when  it  authorized  the  third-party  brokerage  of  deposit  products. 

On  June  26,  the  U.S.  District  Court  for  Southern  Iowa  refused  to 
dismiss  the  suit  on  procedural  grounds,  but  the  merits  have  yet  to 
be  reached.  We  do  not  feel  it  would  be  proper  for  us  to  comment 
now  on  possible  legislative  responses  to  the  problems  raised  by 
third-party  deposit  brokering.  We  observe,  however,  that  effective 
regulation  of  money  brokers  to  prevent  abuses  of  the  Penn  Square 
variety  must  be  based  in  the  system  of  bank  regulation  and  super- 
vision. 

Money  brokers  may  perform  some  salutory  functions,  but  until 
the  Congress  makes  that  determination  in  the  context  of  the  ad- 
dressing of  the  broader  questions  of  bank  regulation  and  deposit  in- 
surance, which  will  soon  be  the  subject  of  administration  recom- 
mendations, we  believe  that  third-party  deposit  brokerage  should 
be  prohibited. 

This  concludes  my  testimony,  and  I  would  be  happy  to  answer 
any  other  questions  now  or  in  writing. 

[Letters  of  invitation  to  Mr.  Guenther  of  the  Independent  Bank- 
ers Association  of  America,  dated  September  16  and  September  23, 
1983,  and  the  prepared  statement  of  Mr.  Estep,  on  behalf  of  the  In- 
dependent Bankers  Association  of  America,  follow:] 
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US.  HOUSE  OF  REPRESENTATIVES 


Mr.  Kenneth  Guenther 
Ezecutlve  Director 
Independent  Bankers 
IMJMassae 


Washington,  D.C.  2003* 

Dear  Mr.  Guenthen 

The  Subcommittee  on  Financial  Institution!  Supervision,  Regulation  and 
Insurance  will  commend  hearings  on  September  Zl  m  the  provision  of  HA. 
S335,  the  Demand  Deposit  Equity  Act  of  I9J3,  which  would  authorize  the 
payment  of  Interest  of  all  checking  accounts. 

As  you  know,  nationwide  NOW  i 
Congress.  However,  authority  p 
corporations  has  been  questioned,  and  in  June  the  Depository  Institutions 
□regulation  Committee  asked  the  Congress  to  specifically  authorize  offering 
* it  bearing  demand  deposit  accounts  to  all  customers  including  t*. 


Subcommittee   In  Its   consideration   of   HJt. 
scheduled  your  testimony  lor  lOtOO  un.  on  O 
Raybum  House  Oflice  Building,    in  accordance  with  Committee 
it  2*  hour)  in  •' 
appearance  to  the  Subcommittee,  Room  BM3  Raybum.  It  Is 

your  limit  your  oral  t ....... 

member)  sufficient  time  for  questioning.     Your  prepared  si 

-  "   -J  "-  all  Members  of  the  Subcommittee  In  r* 

si  in  its  entirety  In  the  hearing  record. 


„Google 


U.S.  HOUSE  OF  REPRESENTATIVES 


Mr.  Kenneth  Guenther 

Executive  Director 

Independent  Bankers  Association  of  A  marie* 

1115  bliutchuMtU  Ave.,  N.W.,  Suit*  103 

Washington,  D.C.  100  St 

Dear  «£r.  Goenthen 

As  deposit  deregulation  proceeds,  the  role  of  third  party  Inter  meelieriej  or 
"money  brokers"  appears  to  be  Becoming  Increasingly  significant.  In  itl 
deliberation)  on  H.IL.  3535,  the  Subcommittee  should  know  more  about  such 
activities.  Therefore,  in  addition  to  your  testimony  on  H.R.  353S  pursuant  to  my 
tatter  of  September  II,  1983,  please  provide  the  Subcommittee  with  your  views 

on  the  public  risks  and  benefits  associated  with  U»  activities  of 

A  eopy  of  my  ra 

It  enclosed  for  your  In 
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TESTIMONY  OF 

NOEL  R.  ESTEF 

PRESIDENT 

SOUTHWEST  NATIONAL  BANK 

WICHITA,  KANSAS 

REPRESENTING  THE  INDEPENDENT  BANKERS  ASSOCIATION  OF  AMERICA 


REGARDING 

H.R.  3535,  "THE  DEMAND  DEPOSIT  EQUITY  ACT  OF  1983,- 

H.R.  3895,  "THE  DEMAND  DEPOSIT  DEREGULATION  ACT"; 

AND  THE  ACTIVITIES  OF  MONEY  BROKERS 


BEFORE  THE  HOUSE  SUBCOMMITTEE  ON  FINANCIAL  INSTITUTIONS 
SUPERVISION,  REGULATION,  AND  INSURANCE 


OCTOBER    4, 
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Chairman  St  Germain  and  members  of  the  Subcommittee,  my 
name  is  Noel  R.  Estep  and  I  am  President  of  the  Southwest 
National  Bank  located  in  Wichita,  Kansas.  Southwest  is  a  $125 
million  asset  bank  established  in  1915. 

I  am  proud  to  be  here  today  representing  the  Independent 
Bankers  Association  of  America  (IBAA) ,  the  trade  association 
representing  approximately  7,000  national  and  state  banks 
serving  their  communities  in  forty-nine  states  and  the  District 
of  Columbia.   I  also  serve  as  the  Chairman  of  IBAA's  Regulation 
Review  Committee. 

The  IBAA  appreciates  your  request  to  testify  in  regard  to 
legislative  proposals  to  repeal  the  statutory  prohibitions  on 
the  payment  of  interest  on  commercial  checking  accounts,  and  to 
provide  our  views  on  the  activities  of  so-called  money  brokers. 

i   first  and  more  important  topic,  the  IBAA's 


-The  round  of  interest  rate  deregulation  authorized  by  the 
Depository  Institutions  Deregulation  Act  of  1980  has 
essentially  been  completed,  quite  ahead  of  schedule.   Banking 
needs  a  pause  to  adjust  to  this  brave  new  world  before  any 
further  interest  costs  are  thrust  upon  us.   A  near-term 
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:  business  demand  deposits  to  market  rates  will 
make  the  survival  of  many  banks  more  difficult.   As  the  lengthy 
and  graving  problem  bank  and  bank  failure  list  indicates,  this 
)  be  taken  lightly. 


-If  Congress  requires  us  to  do  so,  roost  banks  can  adjust 
to  the  very  substantial  costs  of  interest  on  commercial 
checking  accounts,  provided  it  ia  phased  in  at  a  reasonable 
pace  sometime  in  the  future.   However,  it  would  be  wrong  to 
believe  that  such  action  will  provide  a  net  benefit  to  small 
business.   Business  checking  deregulation  will  be  a  zero-sum 
game  in  which  credit  users  will  pay  for  the  new  benefits 
accruing  to  cash-rich  businesses,  and  in  which  the  prevailing 
cost  of  credit  to  all  borrowers  mi: 


-Recent  studies  indicate  that  interest  rate  deregulation 
will  significantly  cut  the  "spread"  for  depository 
institutions.  Therefore,  if  banks  are  to  remain  healthy  they 
must  be  given  new  opportunities  to  generate  income  from 
activities  which  do  not  carry  undue  risk  or  create 
insurmountable  conflicts  of  interest.   Such  opportunities,  be 
they  achieved  through  the  Treasury  bank  deregulation  proposal 
or  any  other  legislation,  must  precede  any  new  round  of 
interest  rate  deregulation  which  increases  bank  costs.  Congress 
should  not  continue  to  deregulate  the  liability  side  of  the 
banking  ledger  unless  it  is  willing  to  address  the  asset  side. 
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-Thrift  institutions  do  not  require  the  ability  t 
interest  checking  to  any  business  to  utilize  the  < 
lending  powers  which  they  received  in  the  Garn/St  Germain  Act. 
To  provide  them  with  such  power  will  thrust  them  deeper  into 
commercial  banking  on  unfair  competitive  terms,  increase  the 
likelihood  of  heated  rate  competition  which  may  undermine  the 
soundness  of  the  overall  depository  system,  and  do  nothing  to 
enhance  their  special  home  financing  purpose.  Our  position  is 
that  any  further  commercial  banking  powers  for  thrifts  must  be 
accompanied  by  a  phase-in  of  commercial  banking  capital, 


Turning  to  your  concern  about  money  broker  activities  of 
the  type  which  contributed  to  the  cause  and  scale  of  banking 
debacles  such  as  Penn  Square,  it  is  IBAA's  position  that  the 
DIDC  overstepped  its  statutory  authority  when  it  authorized  the 
brokering  of  CDs  and  other  depository  products.   Such  brokering 
raises  significant  questions  regarding  banking  structure  and 
the  deposit  insurance  system  —  questions  which  should  have 
been  addressed  and  resolved  by  Congress  before  money  brokerage 
activities  were  authorized.   Honey  brokering  is  not  without 
some  benefits.   In  particular,  it  can  assist  in  bringing  funds 
required  by  a  growing  community  to  a  sound,  well-managed 
community  bank  that  would  otherwise  have  difficulty  in 
satisfying  credit  demand.   However,  money  brokering  should  not 
be  permitted  to  continue  absent  Congressional  consideration  and 
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92 

resolution  of  its  more  troublesome  aspects. 

These  are  the  general  positions  of  the  IBAA  regarding  the 
subjects  of  i today's  hearing.  I  shall  now  discuss  them  in  more 
detail. 

THE  RAPIDITY  AMD  COSTS  OF  LIABILITY  DEREGULATIOH 

When  the  1980  Depository  Institutions  Deregulation  Act  was 
enacted,  the  DIDC  was  given  six  years  to  bring  about  "the 
orderly  phase-out  and  ultimate  elimination  of  the  limitations 
on  the  maximum  rates  of  interest  and  dividends  which  may  be 
paid  on  deposits  and  accounts  as  rapidly  ; 


conditions  warrant...  by  the  gradual  increase  in  such 
limitations....  with  due  regard  to  the  safety  and  Boundnt 
of  depository  institutions."  (Emphasis  added) 


Today,  three-and-one-half  years  after  enactment,  this 
deposit  rate  deregulation  is  essentially  complete.   As  of 
October  1st,  market  rates  of  interest  are  available  on  money 
market  deposit  accounts  and  Super-HOW  accounts  with  balances  of 
$2,500  or  more,  and  on  all  7-31  day  time  deposits  exceeding  31 
days'  maturity  regardless  of  amount.  Small  business  does  have 
access  to  market  rates  through  the  establishment  of 
non-personal  MMDA  accounts  or  the  purchase  of  CDs.   Only  NOW 
accounts,  passbook  savings  accounts  and  very  short-term  time 
accounts  remain  under  interest  rate  controls. 
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The  Super-NOW  and  Honey  Market  Deposit  Accounts  (HHDA) 
have  achieved  a  level  of  growth  far  beyond  the  expectation  of 
most  forecasters  at  the  time  of  their  authorization  one  year 
ago.   As  of  the  week  of  September  7,  $366.2  billion  was  on 
deposit  in  MMDAs  at  banks  and  thrifts,  with  another  $34.7 
billion  in  Super-NOWs.   The  good  news  is  that  more  than  $400 
billion  is  thus  within  the  insured  local  depository  system 
rather  than  chasing  rates  of  return  in  money  market  mutual 
funds  or  even  more  speculative  investments.   The  bad  news  is 
that  this  "hot,"  highest-rate  seeking  money  creates  difficult 
problems  of  asset  and  liability  management  for  financial 
institutions.   It  brings  with  it  new  costs  in  the  range  of  tens 
of  billions  of  dollars  which  must  be  recouped,  to  the  maximum 
extent  feasible,  through  higher  interest  rates  on  loans  and  via 
new  or  higher  service  fees.   And  even  in  a  recovering  economy 
there  is  still  a  premium  on  finding  good  loans. 

It  is  not  surprising,  when  one  considers  this  rapid  pace 
of  liability  rate  deregulation  during  the  most  severely 
strained  economic  period  in  fifty  years,  that  the  number  of 
problem  banks  now  stands  at  597  and  may  well  peak  above  700 
before  year's  end.   In  fact,  it  is  testimony  to  the  essential 
soundness  and  management  skill  of  our  banking  system  that  these 
figures  are  not  higher.   Certainly,  one  may  question  whether 
DIDC  has  fulfilled  its  mandate  to  proceed  in  an  orderly 
fashion,  gradually,  and  with  due  regard  to  safety  and 
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A  story  on  the  front  page  of  last  Thursday's  New  York 
Times  [September  29,  19831  reads  as  follows: 

Almost  600  bank  are  in  deep  financial  trouble 
because  of  bad  loans  in  the  wake  of  the  1981-82 
recession...  The  number  of  banks  on  the  problem  list 
of  FDIC...  has  risen  to  597,  representing  4  percent 
of  the  nation's  14,fl3S  banks. 

This  was  the  highest  level  ever  recorded  by  the 
insurance  agency. ■ ■  Deregulation  has  substantially 
increased  the  amount  of  interest  that  banks  must  pay 
for  their  deposits...  Bank  analysts  expect  the  number 
of  problem  banks  to  continue  to  climb  until  the 
economic  recovery  is  further  under  way.   (Emphasis 


The  question  before  the  Subcommittee  raised  by  these  new 
problem  bank  statistics  is  whether  this  is  the  time  to  go  from 
no  interest  to  market  interest  on  the  S250  billion  held  in 
commercial  bank  demand  deposits,  and  thereby  slap  an  additional 
annual  interest  cost  of  about  S20  billion  on  the  industry.   My 
answer  is  that  if  you  want  to  risk  raising  credit  costs  to 
small  business  and  increasing  the  number  of  troubled  banks,  go 
ahead.  But  if  those  are  not  your  goals,  please  slow  down. 

The  IBAA  has  t:^u  receiving  comments  and  cost  estimates 
from  our  members  around  the  country  on  this  proposal,   I  cannot 
pretend  that  this  is  a  scientific  or  fully  representative 
sampling.   In  fact,  we  would  recommend  that  a  detailed  study  by 
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the  regulators  and  perhaps  the  General  Accounting  Office  of  the 
cost  and  implications  of  market  rate  demand  deposits  .precede 
any  Congressional  action  in  this  regard.   The  cost  estimates 
supplied  last  week  by  DIDC  seem  unrealistically  low. 

I  would  like  to  share  with  you  a  small  sample  of  the 
which  IBAA  has  been  receiving — 


-a  $33  million  bank  in  Pennsylvania  is  presently  making 
loans  to  its  business  customers,  primarily  dairy  farmers,  at 
one  half  percent  below  the  prime  rate.   Its  interest  expense 
has  gone  up  $105,000  per  annum  with  the  advent  of  Super-NOW  and 
MMDA  accounts.   If  market  interest  must  be  paid  on  business 
demand  deposits,  that  rate  would  have  to  go  to  one  percent 
above  prime  to  offset  the  cost,  and  distressed  farmers  could  no 
longer  receive  special  consideration. 

-A  $184  million  bank  in  Hew  Jersey  holding  $36  million  in 
demand  deposits  would  expect  its  interest  costs  to  increase  by 
at  least  $3  million  annually  at  current  market  rates.  Overall 
return  on  its  loan  portfolio  would  have  to  go  up  by  nearly  two 
percent  to  offset  the  impact. 

-A  $26  million  bank  in  New  Mexico  would  incur  increased 

interest  costs  of  $304,000,  cutting  before-tax  profits  by  31%. 
The  average  rate  of  return  on  its  total  loan  portfolio  would 
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need  to  increase  by  one-and-a-quarter  percent  to  offset  this. 
To  achieve  that  overall  increase,  new  loans  would  have  to  go 
out  at  least  two  percentage  points  higher  than  at  pres«nt. 

-A  group  of  community  bankers  in  central  Illinois 
calculated  that  interest-bearing  business  checking  would  cut 
their  before-tax  profits,  absent  any  offset,  in  a  range  of 
20-50  percent,  depending  on  the  bank's  asset/liability 
structure , 

-A  $64  million  bank  in  Colorado  estimates  that  this 
proposal  would  increase  its  costs  by  between  $160,000  and 
$240,000  over  the  coming  year,  decreasing  earnings  by  23-34%. 
the  banker  supplying  that  estimate  added  the  following  comment: 
"...the  going  rate  on  a  new  car  loan  is  approximately  14*.   If 
you  did  away  with  NOW  and  money  market  accounts,  the  going  rate 
would  be  between  nine  and  ten  percent ... .the  average  American 
depositor  cannot  afford  to  keep  $2,500  in  a  money  market 
account  to  get  a  high  yield  but  this  is  the  same  person  who  has 
to  borrow  $10,000  at  the  higher  rates  to  buy  a  car." 

-A  $125  million  bank  in  Oklahoma  would  see  its  interest 
costs  increase  by  nearly  $1  million  if  it  paid  a  Super-NOW  rate 
on  its  business  demand  deposits.  This  would  reduce  its  profits 
by  half.   That  bank  is  now  absorbing  $25,000  per  month  in 
foregone  service  fees  on  those  i 
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market  rate  of  interest  had  to  be  paid,  that  bank  would  have 
raise  the  average  rate  of  return  on  its  loan  portfolio  by  a 
full  percentage  point,  even  after  instituting  service  fees 
sufficient  to  cover  the  true  cost  of  providing  checking 


-As  for  my  own  bank,  paying  our  current  average  Super-NOT 
rate  of  7.2a  on  our  59.2  million  in  business  demand  deposits 
would  cost  $660,000  over  one  year.   I  am  currently  projecting  a 
pre-tax  profit  of  SI  million  in  19B3.   Thus,  implementation  of 
this  legislation  would  cut  my  gross  income  by  more  than  fifty 
percent.   There  would  be  little  difference  in  cost  impact  if 
the  DIDC's  proposal  was  adopted,  as  only  $370,000  out  of  the 
$9.2  million  is  in  demand  deposit  accounts  of  less  than  $2,500, 
on  which  the  interest  rate  would  be  only  5.251;  therefore,  the 
cost  would  decrease  by  only  $10,000. 

I  believe  that  this  preponderance  of  large  balances  in 
commercial  checking  accounts  is  common  at  most  banks.   We  tend 
to  see  two  types  of  businesses.  The  first  is  credit -de pendent 
and  has  little  if  any  excess  cash  on  deposit.  The  second  has 
substantial  amounts  of  extra  funds.   Those  businesses  maintain 
compensating  balances  against  funds  borrowed,  in  a  range  of 
S-20S.  While  they  do  not  collect  explicit  interest  on  those 
funds,  their  loan  rate  does  take  the  compensating  balance  into 
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How  would  I  offset  this  potential  halving  of  my  profits? 
I  see  very  little  potential  to  recoup  it  through  new  or  higher 
service  fees;  ten  percent  of  the  loss  at  most.   In  order  to 
balance  it  out  against  my  bank's  SS4  million  loan  portfolio, 
the  average  rate  of  return  on  it  would  have  to  go  up  by  1.2%. 
To  achieve  that  increase,  I  would  have  to  raise  the  rote  on  new 
loans  by  more  than  200  basis  points.   It  is  my  belief  that  most 
of  my  small  business  customers,  once  this  is  explained,  would 
prefer  to  forego  interest  on  checking  in  lieu  of  paying  more 
than  two  percent  higher  for  credit. 

Again,  these  examples  are  simply  anecdotal.   They  cannot 
substitute  for  the  type  of  detailed  economic  analysis  which 
should  precede  any  action  on  a  legislative  proposal  with  this 
potential  cost  impact.   Nonetheless,  based  on  my  own  figures 
and  my  knowledge  of  banking,  as  well  as  my  discussions  with 
other  bankers,  I  am  quite  confident  that  this  proposal  will 
have  a  very  substantial  adverse  bottom  line  impact  on  the 
majority  of  banks.   Secretary  Regan  may  not  believe  that 
Federal  deficits  have  any  impact  on  interest  rates,  but  even  he 
would  understand  that  telling  banks  to  pay  market  rates  on  a 
major  portion  of  our  funds,  which  previously  received  no 
interest,  must  result  in  higher  charges  for  the  funds  we  lend 


i  understand  the 
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long-range  monetary  implications  of  interest  rate  deregulation. 
Two  years  ago  Dr.  Albert  Wojnilower,  Managing  Director  end 
Chief  Economist  of  the  First  Boston  Corporation,  observed  that 
"the  deregulation  of  deposit  and  loan  interest  rate  ceilings 
has  unleashed  much  higher  levels  of  interest  rates  than 

prevailed  under  controls It  is  not  inflation  but  the 

financial  innovation  and  deregulation  of  the  last  twenty  years 
lin  interaction  with  the  tax  structurel  that  has  prompted  most 
of  the  rise  in  nominal  interest  rates."  More  recently.  Dr. 
Hojnilower  surveyed  the  current  interest  rate  outlook  and 
observed  that  "the  economic  upsurge  was  launched  when 
short-term  rates  were  over  84  and  long-term  rates  were  above 
10*,  while  the  CPI  was  flat...  For  a  strong  economic  recovery 
to  begin  in  these  circumstances  suggests  that  8  or  9»  is  a  kind 
of  new  zero  base  from  which  interest  rates  have  to  be  measured. 
These  permanently  higher  interest  rates  are  a  product  of 
interest  rate  deregulation."  He  further  predicted  that 
■Deposit  institutions  will  persist,  however  reluctantly,  in 
bidding  up  deposit  rates.  This  will  force  up  long  rates  too, 
because  buyers  of  new  Treasury  long-term  issues  will  continue 
to  insist  on  a  sizable  yield  inducement." 

COMPARISOM  OF  H.R.  3535  AND  H.R.  3895 


.Is  before  this  Committee  addressing 
the  deregulation  of  demand  deposits  implicitly  recognize  that 
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this  is  a  new  proposal,  outside  the  scope  of  actions  taken  by 
Congress  in  1980  and  1982,  which  requires  new  legislative 
authorization.   He  are  thankful  that,  in  this  instance,  th« 
DIDC  has  deferred  to  the  Congress  to  make  major  policy 
decisions.   It  is  not  an  appropriate  function  for  banking 
regulators  to  try  to  make  laws  or  undermine  existing  laws  to 
achieve  policy  objectives. 

The  IBAA  finds  itself  in  a  position  of  strong  opposition 
to  H.R.  3535,  for  two  major  reasons.  First,  it  proposes  to 
raise  our  interest  cost  on  commercial  checking  from  zero  to 
market  rates  immediately  and  in  one  fell  swoop.  Not  even  the 
most  sophisticated  asset/liability  management  program  can  deal 
with  that  kind  of  change,  particularly  as  we  are  struggling  to 
pay  for  the  MMDA  and  Super-HOW  accounts  at  a  time  when  many  of 
our  customers  remain  troubled,  and  loan  demand  continues  to  be 
soft. 

Second,  H.R.  3535  proposes  to  repeal,  less  than  one  year 
after  enactment,  the  Garn/St  Germain  bill's  restriction  on  the 
class  of  business  entities  to  which  thrift  institutions  may 
offer  demand  deposit  accounts.   That  bill  provided  the  thrifts 
with  the  ability  to  invest  up  to  ten  percent  of  their  assets  in 
commercial  lending  activities  on  the  theory  that  this  would 
strengthen  their  primary  purpose  of  home  finance  by  providing 
them  with  the  means  to  reduce  interest  rate  risk  through 
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short-term  asset  investments.   The  thrifts  received  all  the 
checking  account  power  they  need  to  facilitate  these  new  asset 
powers.   But  now,  with  the  ink  on  that  bill  barely  dry,  it  is 
proposed  that  they  be  permitted  to  offer  interest  checking  not 
)  whom  they  have  lent  funds,  but  to 


We  hope  you  can  understand  the  I 
bankers  as  they  view  the  competitive  situation  this  would  place 
us  in.   On  one  flank  we  have  the  money  center  banks,  who  made 
risky  loans  around  the  globe,  confident  that  they  are  so 
important  to  the  banking  system  that  the  government  would  step 
in  and  give  them  a  way  to  paper  over  the  realities  of  any 
subsequent  losses.   While  its  fate  is  still  in  doubt,  the 
likelihood  yet  is  that  the  IMP  bill  will  be  enacted  and  thereby 
permit  those  banks  to  maintain  that  tens  of  billions  in 
nonperforming  loans  are  worth  something.   The  IBAA  even 
supported  that  IMF  bill,  because  we  recognize  that  the  failure 
of  several  money  center  banks  could  set  off  a  financial 
disaster  that  could  drag  down  the  entire  economy. 
Nevertheless,  we  again  point  out  that  the  big  banks  are  still 
permitted  to  operate  on  a  much  narrower  capital  base  than 
community  banks,  and  pay  a  lower  tax  rate. 

On  the  other  flank  we  have  the  thrifts,  who  never  miss  an 
opportunity  to  stress  their  home  mortgage  role  even  as  they 


„Google 


come  forward  with  proposals  to  distance  themselves  from  it  and 
edge  closer  to  commercial  banking.   Yet  the  thrifts  oppose 
legislation  which  would  bring  their  holding  companies  and 
service  corporations  under  regulation  equal  to  that  of  bank 
holding  companies  and  service  corporations.   The  thrifts  are 
allowed  to  operate  with  about  half  the  capital  of  commercial 
banks.   They  have  special  tax  advantages  which  are  foreclosed 
to  commercial  banks  no  matter  what  our  mortgage  commitment. 
And  they  have  a  new  program  of  Federal  government  assistance, 
the  net  worth  assistance  program,  which  looks  toward  bridging 
some  of  their  ongoing  financial  problems. 


In  the  middle  sit  the  community  banks.   We  do  not  get 
Federal  bail-outs  when  our  loans  to  oil  drillers,  farmers, 
machine  tool  shops,  or  other  small  businesses  go  bad.   He  are 
not  eligible  for  the  net  worth  assistance  program.  He  pay  a 
high  effective  tax  rate.   We  have  regulators  looking  over  our 
shoulders  ready  to  classify  our  loans  and  issue  enforcement 
orders  the  minute  our  books  look  shaky.   And  we  are  asked  to 
pay  market  rates  and  compete  against  two  classes  of  competitors 
which  are  protected  by  government  action  from  the  full  range  of 
market  risks  and  discipline. 

Thrift  executives  are  aware  of  their  equity  leverage 
advantage,  of  their  special  tax  breaks,  of  the  fact  that  thes* 
are  existing  funds  in  banks  but  new  money  for  them,  and  of  the 


,vGoogIe 


net  worth  safety  net  ready  to  catch  them  if  they  stumble.   If 
you  now  permit  them  to  offer  interest  checking  to  all 
businesses,  they  may  aggressively  price  that  product  so  as  to 
draw  business  accounts  away  from  commercial  banks.   They  would 
then  try  to  build  a  loan  relationship  with  those  businesses. 
And  if  I  were  in  a  thrift  trade  association,  recognizing  that 
this  change  would  put  the  account  relationship  ahead  of  the 
loan  relationship,  I  would  begin  drafting  testimony  for  the  day 
when  I  would  come  back  before  Congress  and  say  "Our  members  now 
have  business  checking  customers  whom  they  cannot  lend  tc 
because  it  would  put  them  over  the  ten  percent  limit,  and  that 
is  why  they  need  to  expand  their  commercial  lending  powers.* 

So  we  are  strongly  opposed  to  decoupling  the  commercial 
checking  and  lending  powers  for  thrifts  as  estabished  by  Garn/ 
St  Germain.   We  do  not  understand  how  allowing  thrifts  to  pay 
market  rates  to  businesses  with  whom  they  have  no  lending 
relationship  will  strengthen  their  home  finance  function.  If 
you  think  the  thrifts  should  be  commercial  banks,  make  them 
commercial  banks.   But  please  do  not  let  them  play  our  game  by 
a  different,  advantageous  set  of  rules. 

Turning  to  DIDC's  proposal,  we  find  it  somewhat  less 
objectionable.   Up  to  one  year  would  lapse  between  enactment 
and  authorization  of  market-rate  business  checking,  which  would 
give  us  some  time  to  begin  to  upgrade  our  loan  and  service 
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pricing  and  to  prepare  strategies  to  retain  our  business 
customers.   It  would  cap  the  interest  on  small,  under-S2,500 
accounts,  which  would  recognize  the  near- impossibility  of 
turning  a  profit  on  such  accounts  and  provide  some  minor  cost 
impact  relief.   And  it  would  not  decouple  the  lending  and 
checking  functions  for  the  thrifts,  and  thereby  would  not  risk 
as  damaging  rate  competition. 

He  do  object  to  that  portion  of  the  bill  which  would 
repeal  the  requirement  that  the  DIDC  meet  at  least  quarterly, 
for  the  very  same  reason  that  Secretary  Regan  supports  it — It 
would  tend  to  accelerate  the  remaining  deregulation  authorized 
by  the  1980  legislation.   We  would  prefer  a  more  measured  pace, 
and  some  adequate  advance  notice  of  when  the  next  DIDC 
directive  may  be  issued. 

While  the  DIDC's  bill  is  less  objectionable,  we  cannot 
support  it.  This  is  the  time  to  see  forward  movement  on 
legislative  proposals  deregulating  our  assets.   Our  costs  have 
been  raised,  our  spread  is  being  cut,  but  we  are  boxed  into  the 
same  traditional  banking  products  even  as  other  financial 
entities  get  into  banking  through  the  regulatory  award  of 
so-called  nonbank  banks. 

Let  me  also  touch  briefly  on  one  suggested  "trade-off"  for 
interest  checking  which  has  been  the  subject  of  much  press 
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speculation.   This  is  the  belief  that  authorizing  the  payment 
of  interest  on  reserves  held  at  the  Fed  would  make  the  demand 
deposit  proposal  acceptable  to  banks.   The  only  bill  we  know  of 
which  would  begin  to  give  us  some  return  on  our  Fed  reserves  is 
Rep.  Barnard's  n.R.  1013,  which  would  cover  all  reservable 
accounts  created  through  DIDC  actions.   This  bill  is  certainly 
a  step  in  the  right  direction,  and  the  IBAA  has  endorsed  it. 
However,  for  community  banks,  not  even  the  payment  of  interest 
on  all  reserves  held  at  the  Fed  would  begin  to  compensate  for 
the  high  cost  of  interest  on  demand  deposits.   My  own  bank,  as 
an  example,  has  approximately  $325,000  in  reserves,  versus  $9.2 
million  in  demand  deposits. 

To  conclude,  let  us  focus  on  the  ostensible  purpose  of 
this  proposed  legislative  proposal — helping  small  business. 
There  is  nothing  I  would  rather  do  than  help  small  business, 
because  my  own  bank  is  a  small  business,  my  best  customers  are 
small  businesses,  and  the  health  of  my  bank  and  community  are 
inseparable  from  the  state  of  small  business.   So  the  bottom 
line  question  is:   What  is  in  the  best  interest  of  small 
business? 

1  hope  that  my  testimony  has  made  a  good  case  that 
immediate,  free-standing  legislation  to  move  all  demand 
deposits  to  a  market  rate  will  dramatically  increase  the 
asset/liability  management  problems  of  community  banks  and  add 
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to  the  number  of  troubled  institutions.   And  it  must  cause  a 
very  substantial  increase  in  the  cost  of  credit  to  small 
business.   Is  this  in  the  best  interest  of  small  business?   1 
think  not. 

Any  small  business  with  even  a  small  amount  of  its  own 
funds — as  opposed  to  funds  sitting  in  a  checking  account  which 
are  really  bank  loan  proceeds  available  for  use — can  earn  a 
market  rate  today  through  the  purchase  of  CDs  and  the  use  of  a 
non-personal  HHDA  account.   One  does  not  really  need 
sophisticated  cash  management  techniques  to  transfer  funds  from 

is  getting  low.  I  would  think  that  any  small  business  would 
rather  go  through  that  small  effort  than  face  increased  costs 
on  new  loans  in  excess  of  two  percent. 

I  do  not  think  it  is  going  too  far  to  say  that  the  health 
and  prospects  of  small  business  are  tied  to  those  of  the 
independent  banks.   Both  the  Small  Business  Legislative  Council 
and  the  National  Federation  of  Independent  Business  recently 
released  statements  supporting  that  view.   And  what  weakens 
community  banks — even  if  it  strengthens  the  thrifts — weakens 
small  business. 
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HONEY  BROKERAGE 


We  certainly  share  your  concern,  Mr.  Chairman,  about  the 
brokerage  of  deposit  products.   I  hope  that  you  will  understand 
that  we  must  be  circumspect  In  our  remarks  on  this  subject 
inasmuch  as  IBAA  is  currently  a  contributing  plaintiff  in  a 
lawsuit  brought  by  the  State  of  Iowa,  the  Iowa  Independent 
Bankers  and  the  Iowa  Bankers  Association  against 
She arson /American  Express  and  other  securities  and  bank 
defendants.   That  suit,  filed  on  December  29,  1962,  contends 
that  the  DIDC  exceeded  its  statutory  authority  when  it 
authorized  the  third  party  brokerage  of  deposit  products.   On 
June  26  the  U.S.  District  Court  for  Southern  Iowa  refused  to 
dismiss  the  suit  on  procedural  grounds,  but  the  merits  have  yet 
to  be  reached. 

We  are  participating  in  this  suit  because  such  third  party 
brokerage  certainly  appears  to  contravene  Federal  policies 
regarding  interstate  deposit-taking.   And,  as  your 
investigation  of  Penn  Square  discovered,  these  activities  can 
help  to  keep  mismanaged  depository  institutions  afloat  and 
cause  innocent  parties  to  lose  substantial  sums.   Both  of  these 
concerns  demonstrate  why  it  was  improper  for  the 
DIDC — actually,  it  was  not  even  initially  a  Committee  decision, 
but  one  of  its  staff — to  declare  such  activities  to  be 
permissable. 
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Because  we  are  a  plaintiff  in  that  suit,  and  because  we 
have  not  yet  had  an  opportunity  to  review  the  suggestions  of 
the  FDIC  and  other  regulators  on  this  subject,  we  do  not  feel 
it  would  be  proper  for  us  to  comment  now  on  any  of  the  possible 
legislative  responses  to  the  problems  raised  by  third  party 
deposit  brokering.   We  can  observe  that,  if  the  deposit 
insurance  system  is  to  maintain  its  primary  purpose  of 
preserving  public  confidence  during  times  of  financial  stress, 
it  must  provide  100*  coverage  of  the  deposits  of  the  large 
majority  of  the  public.   When  that  necessity  is  coupled  to 
the  unregulated  market  in  deposit  interest  rates,  it  becomes 
very  difficult  to  prevent  large  depositors  from  breaking  their 
funds  into  fully  insured  blocs  and  seeking  the  highest  rates. 
Therefore ,  effective  regulation  of  money  brokers  to  prevent 
abuses  of  the  Penn  Square  variety  must  be  based  in  the  system 
of  bank  regulation  and  supervision.  It  may  well  be  that  money 
brokers  perform  some  salutary  functions  which  can  take  place 
without  undue  risk,  or  undue  damage  to  bank  structure.   But 
until  the  Congress  makes  that  determination,  in  the  context  of 
addressing  legislative  proposals  specifically  keyed  to  this 
issue,  as  well  as  to  the  broader  questions  of  bank  regulation 
and  deposit  insurance  which  will  soon  be  the  subject  of 
Administration  recommendations,  we  believe  that  third  party 
deposit  brokerage  should  be  prohibited. 

This  concludes  my  testimony.   1  would  be  happy  to  answer 
any  questions  now  or  in  writing  for  the  record. 
#  f  #  I  #  I 
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Chairman  St  Germain.  Thank  you,  sir. 

Now  we  will  hear  from  Richard  S.  Lawton,  vice  chairman  of  Per- 
petual American  Bank,  Alexandria,  Va.,  representing  the  National 
Association  of  Mutual  Savings  Banks  and  the  National  Savings  and 
Loan  League. 

STATEMENT  OF  RICHARD  S.  LAWTON,  VICE  CHAIRMAN,  PERPET- 
UAL AMERICAN  BANK,  ALEXANDRIA,  VA.,  ON  BEHALF  OF  THE 
NATIONAL  ASSOCIATION  OF  MUTUAL  SAVINGS  BANKS  AND 
THE  NATIONAL  SAVINGS  &  LOAN  LEAGUE 

Mr.  Lawton.  Thank  you,  Mr.  Chairman. 

I  am  Richard  S.  Lawton  and  I  am  vice  chairman  of  Perpetual 
American  Bank  of  Alexandria,  Va.  Perpetual  American,  which  con- 
verted to  Federal  savings  bank  status  earlier  this  year,  is  a  $2.6  bil- 
lion institution  doing  business  in  Maryland,  Virginia  and  the  Dis- 
trict of  Columbia. 

I  am  appearing  here  today  on  behalf  of  the  National  Association 
of  Mutual  Savings  Banks  and  the  National  Savings  and  Loan 
League.  As  you  may  know,  our  two  associations  are  in  the  process 
of  consolidating  into  one  trade  group  to  be  known  as  the  National 
Council  of  Savings  Institutions. 

Mr.  Chairman,  we  are  very  pleased  to  have  this  opportunity  to 
appear  before  this  distinguished  subcommittee  in  support  of  Hit. 
3535.  I  would  like  to  add  that  we  did  not  ask  you  to  introduce  this 
bill,  but  we  do  support  it.  An  advance  meeting  of  the  National 
Council's  Committee  on  Legislative  and  Regulatory  Policy  consid- 
ered this  subject,  on  September  19  of  this  year.  It  was  the  unani- 
mous view  of  the  committee  members  that  the  longstanding  prohi- 
bition on  payment  of  interest  on  demand  deposits  can  no  longer  be 
justified  in  light  of  today's  deregulated  banking  environment  and 
improved  regulatory  safeguards. 

Simply  stated,  we  believe  that  small  businesses  and  consumers 
throughout  the  nation  should  have  the  same  opportunity  to  earn 
interest  on  their  transaction  accounts  that  is  currently  available  to 
large  corporations  and  sophisticated  investors. 

Insofar  as  demand  deposit  and  other  third-party  payment  activi- 
ty at  thrift  institutions  are  concerned,  it  is  of  course  quite  small  as 
compared  to  commercial  banks  which  have  approximately  25  per- 
cent of  their  domestic  deposit  liabilities  in  transaction  accounts. 
Being  relatively  new  entrants  into  the  third-party  payment  busi- 
ness, the  comparable  figure  for  thrift  institutions  is  3  percent  for 
savings  banks  and  somewhat  lower  for  savings  and  loan  associ- 
ations. 

At  this  stage,  it  should  not  be  necessary  to  rehash  the  Depression 
era  events  which  led  up  to  the  enactment  of  a  federal  prohibition 
on  payment  of  interest  on  demand  deposits  in  1933.  We  respectfully 
suggest  that  the  appropriate  context  for  comparative  purposes  is 
the  experience  which  has  been  gained  over  the  past  10  years  with 
interest  bearing  transaction  accounts  in  the  form  of  NOW  accounts 
for  banks  and  savings  institutions,  or  share  drafts,  as  they  are 
called  in  the  case  of  credit  unions. 

It  is  interesting  to  note  that  many  of  the  arguments  being  put 
forward  in  opposition  repealing  the  prohibition  on  payment  of  in- 
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terest  on  demand  deposits  Eire  quite  similar  to  the  arguments  ad- 
vanced in  the  early  days  of  the  NOW  accounts.  NOW  accounts 
would  be  too  expensive,  we  were  told,  too  volatile,  too  disruptive  of 
competitive  relationships,  and  would  only  serve  to  raise  borrowing 
costs.  We  have  also  heard  that  again  this  morning. 

First,  with  respect  to  the  argument  that  repealing  the  prohibi- 
tion would  be  too  expensive  for  depositor  institutions  to  manage,  it 
should  be  noted  that  sensible  pricing  policies  have  prevailed  in  all 
NOW  account  marketing  that  we  are  familiar  with.  Initially,  com- 
petitive pressures  led  to  some  above-market  rates  being  offered,  but 
this  is  a  natural  result  of  the  more  open  banking  environment  in 
which  we  are  doing  business,  and  it  has  always  been  followed  up  by 
more  realistic  pricing  practices. 

Second,  with  respect  to  volatility,  we  can  report  that  NOW  ac- 
counts and  other  types  of  transaction  accounts  have  proven  to  be  a 
very  stable  source  of  deposits.  This  was  particularly  helpful  during 
the  1980-82  period  of  record  interest  rates  and  devastating  disinter- 
mediation.  Reflecting  the  established  stability  pattern  of  NOW  ac- 
counts, most  institutions  no  longer  segregate  such  deposits  for  rein- 
vestment purposes. 

Third,  insofar  as  the  relationship  between  competing  institutions 
is  concerned,  here  again  the  advent  of  NOW  accounts  simply  has 
not  borne  out  the  original  fear  of  some  opponents  that  a  check-like 
account  would  give  thrift  institutions  unfair  advantages.  In  the 
New  England  area,  which  has  the  most  experience  in  NOW  ac- 
counts, commercial  banks  have  more  than  held  their  own  in  terms 
of  competing  for  this  type  of  account  as  well  as  for  other  time  and 
savings  accounts. 

The  final  objection,  namely,  that  interest  on  demand  deposits 
would  somehow  lead  to  increased  borrowing  costs,  is  admittedly 
more  difficult  to  address.  While  it  may  be  argued  that  the  lifting  of 
interest  rate  ceilings  on  time  deposits  over  the  last  5  years  has  con- 
tributed to  increased  interest  rates  to  borrowers,  it  is  important  to 
keep  in  mind  that  this  development  reflects  a  conscious  public 
policy  decision  made  by  the  Congress  of  the  United  States.  The  en- 
actment of  major  financial  deregulatory  bills  in  1980  and  1982  was 
clearly  designed  to  shift  banking  practices  towards  explicit  pricing 
for  both  deposits  and  loans  to  the  ultimate  benefit  of  the  consumer. 

The  DIDC  bill  also  deals  with  related  issues  such  as  interest  rate 
ceilings  and  reserve  treatment.  Unlike  H.R.  3535,  which  would  to- 
tally abolish  the  current  prohibition  on  payment  of  interest  on 
demand  deposits,  the  DIDC  bill  calls  for  the  current  NOW  account 
ceilings,  5Vt  percent,  to  apply  to  demand  deposits  which  have  an 
account  balance  of  under  $2,500.  The  purpose  of  the  minimum  de- 
nomination is  to  prevent  an  erosion  of  the  effectiveness  of  the  ex- 
isting regulations  on  NOW  accounts,  money  market  deposit  ac- 
counts, and  passbook  savings  accounts. 

At  its  meeting  on  September  30,  1983,  the  DIDC  put  in  place  a 
schedule  for  the  eventual  elimination  of  minimum  denominations 
on  all  accounts.  In  the  interest  of  uniformity,  it  would  appear  that 
the  new  type  of  account  contemplated  by  H.R.  3535  should  also  be 
structured  to  fit  in  this  framework. 

Mr.  Chairman,  you  have  asked  us  to  expand  our  testimony  this 
morning  to  include  comments  on  the  question  of  brokered  deposits. 
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This  is  clearly  one  of  those  issues  where  responsible  business  prac- 
tices can  bring  positive  benefits  to  both  depository  institutions  and 
to  the  public,  but  where  imprudent  management  can  create  unsta- 
ble conditions. 

Responding  to  these  abuses  and  to  congressional  requests  for  re- 
medial action,  the  FDIC  has  recently  amended  its  Report  of  Condi- 
tion to  require  all  insured  banks  to  report  their  aggregate  amount 
of  brokered  funds  beginning  with  the  quarter  ending  September  30, 
1983.  The  Federal  Home  Loan  Bank  Board  is  also  considering  addi- 
tional regulatory  action  insofar  as  brokered  deposits  are  concerned, 
and  we  expect  to  see  recommendations  from  them  shortly. 

Our  general  reaction  is  that  as  Congress  prepares  to  take  an- 
other deregulatory  step  in  the  form  of  repealing  interest  on 
demand  deposits,  you  should  be  very  careful  to  not  begin  regulat- 
ing in  other  areas.  Therefore,  we  would  agree  with  the  administra- 
tion's position,  enunciated  by  Assistant  Secretary  Healey  when  he 
appeared  before  this  committee  on  September  28,  that  we  should 
wait  until  the  Federal  financial  regulatory  agencies  have  deter- 
mined the  impact  and  extent  of  brokered  funds  within  the  banking 
system  before  considering  additional  legislation. 

In  concluding,  Mr.  Chairman,  and  members  of  the  subcommittee, 
I  would  like  to  inject  one  caveat.  Our  general  policy  in  favor  of  fur- 
ther deregulation  is  necessarily  dependent  upon  the  level  of 
market  interest  rates.  In  the  current  environment  of  reduced  inter- 
est rates,  savings  institutions  are  marginally  able  to  assimilate  ad- 
ditional deregulatory  steps. 

Assuming  that  interest  rates  will  stay  near  the  current  levels,  we 
project  that  our  industry  will  be  modestly  profitable  for  1983  as  a 
whole,  but  there  continues  to  be  pockets  of  regional  weaknesses 
and  wide  variances  within  individual  associations.  Of  course,  many 
thrifts  are  still  losing  money  and  some  of  these  institutions  will 
continue  to  require  the  capital  assistance  authorized  in  last  year's 
legislation. 

The  National  Council  of  Savings  Institutions  and  its  predecessor 
associations  support  broader  operating  powers  for  all  regulated  de- 
pository institutions.  We  have  major  problems  with  the  Adminis- 
tration-sponsored bills  S.  1609,  H.R.  3537,  as  now  drafted  and  we 
certainly  would  not  want  to  see  meritorious  legislation  such  as 
H.R.  3535  held  up  until  the  problems  associated  with  the  adminis- 
tration's broader  initiatives  are  resolved.  We  would  like  to  see  H.R. 
3535  go  forward  at  this  time. 

Thank  you  very  much,  Mr.  Chairman,  for  giving  us  the  opportu- 
nity to  testify.  And  I  would  look  forward  to  trying  to  answer  any  of 
your  questions. 

[Letters  of  invitation  to  Mr.  Butera  of  the  National  Association 
of  Mutual  Savings  Banks,  dated  September  16  and  September  23, 
1983,  and  prepared  statement  of  Mr.  Lawton,  on  behalf  of  the  Na- 
tional Association  of  Mutual  Savings  Banks  and  the  National  Sav- 
ings &  Loan  League,  follow:] 
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RK3UL*T1C*I  AND 


Mr.  James  But  era 

Sf .  Vice  President  and  Director 

mat  Mutual  Savings  Banks 


Dear  Mr.  Buterai 

The  Subcommittee  on  Financial  bntitutlant  Supervision,  Regulation  and 
Insurance  will  commence  hearings  on  September  11  on  the  provision*  of  1UL. 
3535,  the  Demand  Deposit  Equity  Act  at  19S3,  which  would  authorize  On 
payment  of  Interest  of  all  checking  accounts. 

As  you  know,  nationwide  NO*  accounts  were  created  in  the  93th 
Congress.  However,  authority  to  extend  NOT  accounts  to  ousineoe*  and 
corporations  has  been  questioned,  and  in  June  the  Depository  Institutions 
Deregulation  Committee  asked  the  Congress  to  specifically  authorize  oiierlne 
interest  bearing  demand  deposit  accounts  to  all  customers  Including  bt 
" — '"id  lor  your  information  is  a  copy  of  tt—  " '  — 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Mr.  Jamas  Buter* 

Sr.  Vic*  President  and  Director 

National  Association  of  Mutual  Savings  Banks 

1101  15th  Street,  N.W. 

Washington,  D.C.  200.05 

Dear  Mr.  Butarai 

At  deposit  deregulation  proceeds,  the  rote  af  third  party  intermediaries  or 
"money  broken"  appears  to  be  becoming  increasingly  significant.  In  Its 
etc  liberation!  on  H.R.  3535,  the  Subcommittee  should  know  more  about  such 
activities.  Therefore,  in  addition  to  your  tcstimuny  on  H.R.  3535  pursuant  to  my 
letter  of  September  IB,  1981,  please  provide  the  Subcommittee  with  your  views 
on  the  public  risks  and  benefits  associated  with  the  activities  of  money  brokers. 
A  copy  of  cry  recent  letter  to  the  federal  regulatory  agencies  concerning  money 
brokers,  and  related  material,  la  enclosed  for  your  information. 
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Statement  of 
National  Association  of  Mutual  Savings  Banks 

National  Savings  and  Loan  League 

Subconmittee  on  financial  Institutions  Supervision, 

Regulation  and  Insurance 

of  the 

Connittee  on  Banking,   finance  and  urban  Affairs 

U.  S.   bouse  of  Representatives 

H.R.    3535  -  The  C 


Mr.  Chairman,  my  name  is  Richard  S.  lawton  and  I  an  Vice  Chairmen  of 
perpetual  American  Bank,  of  Alexandria,  Virginia.  Perpetual  American,  liiich 
converted  to  Federal  Savings  Bank  status  earlier  this  year  Is  a  32.6  billion 
Institution  doing  business  in  Maryland,  Virginia  and  the  District  of  Columbia. 

I  an  appearing  here  today  on  behalf  of  the  National  Association  of 
Mutual   Savings  Banks  and   the  National  Savings  and  lam:  League.     As  you  nay 
know,  our  two  associations  are  In  the  process  of  consolidating  Into  one  trade 
group  to  be  know,  as  the  national  Council  of  Savings  Institutions.     This 
consolidation  reflects  the  landmark  accomplishments  of  last  year's  Gam-St 
Germain  Act  much  modernized  and  unified  our  mo  industries  in  many  important 
respects,     the  official  merger  date  for  the  new  National  Council,  which  will 
represent  both  savings  banks  and  savings  and  loan  associations.   Is  November  1, 
1983. 
provisions  of  the  Pending  Legislation 

We  are  very  pleased  to  have  this  opportunity  to  appear  before  this 
distinguished  Subcommittee  in  support  of  H.R.   3535.      The  Demand  Deposit  Equity 
Act  of  19B3  would  repeal  the  prohibition  against  paying   interest  on  demand 
deposits  and  wiuld  permit  NOW  accounts  to  be  offered  to  all  customers 
Including  corporations,  unincorporated  businesses  and  other  entities  *iiieh  are 
now  denied  access  to  this  Important  financial  service.     In  addition,  the  bill 
would  grant  new  authority  to  federal  savings  associations  to  offer  demand 
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,  and  provide  an  equivalent  type  of  account  far 
credit  union*.     Since  this  bill  mends  die  NCH  account  statute   (18  U.S.C. 
1832)   which  also  covers  state-chartered   insured  institutions,  we  further 
interpret  this  bill  to  apply  across  the  board,  thereby  ensuring  that  all 
conpeting  depository  Institutions  are  treated  equally. 

By  contrast,   the  DIEC's  proposed  legislation,  li.H.  3895,  is  more 
limited   in  scope.     It  grants  no  new  authority  to  offer  Interest- bearing  demand 
accounts,  and  Merely  removes  the  existing  prohibitions  against  paying  interest 
where  depository  institutions  are  already  authorized  to  offer  such  accounts. 
Ttie  DIDC  bill  also  deals  with  related  issues  such  as  Interest  rate  ceilings 
and  reserve  requirements  which  are  addressed  later  in  this  statement. 
Su»arv  of  Position 

The  question  of  interest  on  demand  deposits  was  specifically 
considered  at  an  advance  meeting  of  the  National  Council's  Cosmlttee  on 
Legislative  and  Regulatory  Policy  which  convened  on  September  19,  1983.     It 
was  the  unanimous  view  of  the  caamittee  members  that  the  longstanding 
prohibition  on  the  payment  of  Interest  on  demand  deposits  can  no  longer  be 
justified  in  light  of  today's  deregulated  banking  envlronoent  and  improved 
regulatory  safeguards.     Simply  stated,  wa  believe  that  small  businesses  and 
consumers  throughout  the  nation  should  have  the  saoe  opportunity  to  earn 
interest  on  their  transaction  accounts  that  Is  currently  available  to  large 
corporations  and  sophisticated  investors. 

Me  are  nevertheless  sensitive  to  the  need  to  take  this  additional 
deregulatory  step  In  an  orderly  manner  so  as  to  avoid  an  adverse  short-term 
Impect  on  those  types  of  depository  institutions  which  currently  hold  large 
amounts  of  demand  deposits.     As  Is  well  know,  we  have  long,  argued  for  a 
similar  cautionary  approach  to  deregulating  time  and  savings  accounts,  which 
constitute  the  major  part  of  our  liability  structure. 
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Insofar  as  dsnand  deposit  and  other  third-party  payment  activity  at 
thrift  Institutions  are  concerned.   It  is,  of  course,  quite  small  as  compared 
Co  commercial  banks,  which  have  approximately  25*  of  their  domestic  deposit 
liabilities  in  transaction  accounts.     Being   relatively  new  entrants  Into  the 
third-party  payment  business,   the  ctnparable  figure  for  thrift.  Institutions  is 
3%  for  savings  banks  and  somewhat  lower  for  savings  and  loan  associations. 
The  precise  data  ihich  *a  have  available  for  savings  banks  are  as  fallows: 
CBART  I 
Qiecking  Deposits 


Massachusetts 

:s5 

39,948 

Nm  York 

95 

753,193 

Connecticut 

62 

262,719 

Maine 

24 

34,045 

New  Jersey 

19 

271,667 

Vermont 

5 

16,161 

Maryland 

3 

63,795 

Other  States 

19 

87,571 

TOTAL 

States  where 

authorized 

382 

1,529,099 
CHART  II 

NOW  and 

Super  ncw  Deposits 

in  Savings  Banks,  by  State 

April  3D,  1983 

Amounts  (in 

thousands  of  dollars) 

Super 

State 

NOW 

Hew  York 

559,549 

346,255 

Massachusetts 

916,151 

169,166 

Connecticut 

193,761 

104,805 

Pennsylvania 

144,204 

19,574 

Haw  Jersey 

63,138 

47,797 

Washington 

133,845 

2,840 

Maine 

70,120 

16,480 

New  Hampshire 

133,803 

9,767 

Maryland 

11,689 

6,257 

8,378 

2,552 

All  other  states 

15,352 

30,763 

TOTAL 

2,249,660 

755,366 

Total  NCW  as 
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".*ile  -<*  can  appreciate  tie  cost-impact  concerns  ihieh  have  bean 
raised  by  commercial  banks,  we  cannot  countenance  their  past  efforts  to 
dissuade   the  DEEC   from  authorizing   corporate  HOW  accounts  by  regulation  or 
their  present  insistence  that  this  legislation  be  accompanied  by  broad*: 
banking  legislation  Oiich  obviously  lacks  a  consensus  at  this  tine.     This 
position  appear*  to  be  inconsistent  with  past  pronouncements  on  deregulation, 
increased  competition  and  the  proverbial  "level  playing   field." 
Impact  o£  Interest  on  Demand  Deposits 

At  this  stage  it  should  not  be  necessary  to  rehash  the  depression  ere 
•vents  which  led  up  to  the  enactment  of  a  federal  prohibition  on  the  payment 
of  interest  on  demand  deposits  In  1933.     Rieryone  Is  familiar  with  the  claims 
that  paying  interest  on  demand  deposits,   particularly  on  inter-bank  funds, 
contributed  to  excessive  risk-taking  by  depository  institutions,     lore  recent 
studies  tend  to  rebut  this  premise  1/,  but  the  more  relevant  point  is  that  the 
conditions  of  the  iB's  are  not  the  conditions  under  which  depository 
institutions  operate  today. 

ft  very  large  and  very  safe  Fed   finds  market  has  developed  for 
inter-bank  deposits,   and  supervisory  techniques  at  both  the  federal  and  state 
levels  have  been  greatly  enhanced  since  the  1930s.     Unsafe  and  unsound  banking 
conditions,  while  certainly  not  eradicated,  can  no  longer  become  so  pervasive 
as  to  render  likely  any  repeat  of  the  wholesale  bank  failures  typical  of  the 
conditions  that  led  up  to  the  current  prohibition.     In  addition,  the 
percentage  of  demand  deposits  as  a  proportion  of  total  deposits  within  the 
banking  system  continues  to  decline  steadily. 
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We  respectfully  suggest  that  the  appropriate  context,  Car  comparative 
purposes,   is  the  experience  which  has  been  gained  over  the  last  10  years  with 
interest- bearing   transaction  accounts  in  the  font  of  NCW  accounts  for  banks 
and  savings  institutions,  or  share  drafts  as  they  are  called  in  Che  ease  of 
credit  uiions.     It  was,  of  course,  a  savings  bank  which  first  introduced  the 
n  June  1972.     A  strenuous  effort  was  necessary 
i  from  being  prohibited  by  federal  law  at  that  time,  but 
gradually  this  pro-consumer  service  moved  beyond  Massachusetts  to  the  rest  of 
New  England,  and  then  go  Hew  York  and  dew  Jersey,     tftHSB  and  the  National 
League,  in  testimony  before  this  Subcommittee  In  1979,  supported  your 
successful  efforts,  Mr.  Chairman,   to  take  the  NOW  account  experiment 
nationwide  in  198a. 

The  experience  gained  with  NCW  accounts  provides  the  best  evidence 
for  evaluating  the  results  that  would  flow  from  enactment  of  H.R.  3535,  and  by 
every  objective  analysis,  SKH  accounts  have  been  an  overwhelming  success  in 
terms  of  consumer  acceptance,  flow  of  funds  to  depository  institutions,  and 
increased  efficiencies  in  the  financial  markets.     It  is  interesting  to  note 
that  many  of  the  arguments  being  put  forward  in  opposition  to  repealing  the 
prohibition  on  the  payment  of  Interest  on  demand  deposits  are  quite  similar  to 
the  arguments  advanced  in  the  early  days  of  the  NCW  account.    NCW  accounts 
would  be  too  expensive,  we  were  told,  too  volatile,  too  disruptive  of  existing 
competitive  relationships,  and  would  only  serve  to  raise  borrowing  costs. 
These  may  be  fine  theories,  but  10  years  of  experience  with  interest-bearing 
transaction  accounts  has  shown  them  all  to  be  inaccurate.     Let  me  address  each 
of  these  points  separately. 

First,  with  respect  to  the  argument  that  repealing   the  prohibition 
would  be  too  expensive  for  depository  Institutions  to  manage.  It  should  be 
noted  that  sensible  pricing  policies  have  prevailed   in  all  NCW  account 
marketing  that  we  are  familiar  with.     Initially,  competitive  pressures  led  to 
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some  above-market  races  being  offered,  but  this  is  a  natural  result  of  the 
iore  open  banking  environment  In  which  we  are  doing  business,  and  it  has 
always  been  followed  *jp  by  mare  realistic  pricing  practices.     Similar  occur- 
rences greeted  the  introduction  of  the  Money  Market  Ceposlt  Account,  and  there 
has  even  been  some  activity  of  this  type  with  respect  to   the  most  recent 
deregulated  account  that  went  into  effect  October  1.     In  all   instances, 
however,  no  permanent  ill  effects  were  brought  about  and,   in  the  meantime, 
astute  consumers  were  able  to  take  advantage  of  attractive  interest  rates. 

Second,  with  respect  to  volatility,  we  can  report  that  tKH  accounts 
and  other  types  of  transaction  accounts  have  proven  to  be  a  very  stable  source 
of  deposits.     This  whs  particularly  helpful  during   the  1980-92  period  of 
record  interest  rates  and  devastating  dlslntermediation.     Reflecting  the 
established  stability  pattern  of  NOW  accounts,  most  institutions  no  longer 
segregate  such  deposits  for  reinvestment  purposes. 

Third,   insofar  as  the  relationship  between  competing   institutions  is 
concerned,  here  again,  the  advent  of  NCW  accounts  simply  has  not  borne  out  the 
original  fear  of  some  opponents  that  a  check-like  account  would  give  thrift 
institutions  unfair  advantages ,2/     In  the  Hew  England  states,  which  have  the 
nose  expedience  with  MOW  accounts,  commercial  banks  have  more  than  held  their 
own  in  terns  of  canpeting  for  this  type  of  an  account,  as  well  as  for  other 
time  and  savings  accoisits.     The  following  chart  well  demonstrates  this  point. 


Sea,  John  Paulus,  'Effects  of  NCW  Accounts  on  Costs  and  Earnings  of 
Commercial  Banks  in  1974-75",  Staff  Study  Ho.  8a,  Board  of  Governors 
the  Federal  Reserve  System,  1976. 
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savings  and  time  deposits  of  individuals, 
partnerships  and  corporations  as  a  per  cent  of  savings  and  time 
deposits  held  by  savings  banks,   savings. and  loan  associations  and 
commercial  banks. 

The  final  objection,  namely  that  Interest  on  demand  deposits  would 
somehow  lead  to  increased  borrowing  costs,   is  admittedly  more  difficult  to 
address.    Vfcile  it  may  be  argued  that  the  lifting  of  interest  rate  ceilings  on 
time  deposits  over  the  last  five  years  has  contributed  to  increased  interest 
rates  to  borrowers,   it  Is  Important  to  keep  in  mind  Chat  this  developnent 
reflects  a  conscious  public  policy  decision  made  by  the  Congress.     The 
enactment  of  major  financial  de regulatory  bills  in  1980  and  1982  was  clearly 
designed  to  shift  banking  practices  toward  explicit  pricing  for  both  deposits 
and  loans. 

As  will  be  recalled  during  those  debates,  critics  of  Regulation  Q 
prevailed  with  the  arguaent  that  the  government  should  not  be  in  the  business 
of  subsidizing  home  borrowers  at  the  expense  of  snail  savers,  and  precisely 
the  same  principle  applies  to  repealing  the  prohibition  on  the  payment  of 
interest  on  demand  deposits.     Rather  than  perpetuate  another  type  of  indirect 
government  subsidization,  we  agree  with  the  Chairman's  opening  statement  of 
September  28,   that  the  proper  approach  to  this  Issue  is  'freedom  of  choice  In 
the  marketplace  for  the  easterner  and  the  financial   institution.* 
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Related  Issues 

As  previously  noted,   the  DIDC  bill  deals  with  the  related   issues  such 
as   interest  rate  ceilings  and  reserve  treatment,     unlike  H.R.  3S35  which  would 
totally  abolish  the  current  prohibition  on  the  payment  of  into  rose  en  demand 
deposits,   the  DIDC  bill  calls  for  the  current  MCW  account  ceiling   (5-1/4 
percent)    to  apply  to  demand  deposits  which  have  an  aeeoint  balance  of  under 
S2,500.     The  purpose  of  the  minimum  denomination  Is  to  prevent  an  erosion  of 
the  effectiveness  of  the  existing  regulations  on  SO*  accounts.  Money  Market 
Deposit  Accounts  and  passbook  savings  accounts.     At  its  meeting  on  September 
33,    1983,    the  DIEC  put   in  place  a  schedule  for   the  eventual    elimination  of 
mi'iiaiuL  denominations  on  all  accounts,  and  In  the  interest  at  uniformity,  it 
would  appear   that  the  new  type  of  account,  cor.  tempi  a  ted   by  H.R.   3535  Should 
also  be  structured  to  fit  into  this  framework. 

With  respect  to  reserve  treatment,  the  DIDC  bill  may  be  creating  a 
remedy  more  troublesome  than  the  problem  it  seeks  to  solve.     H.R.  3895  would 
eliminate  the  eight-year  phase-In  for  reservable  liabilities  that  '-as  provided 
to  nonoember  institutions  under  the  Monetary  Control  Act  of  1980.     At  present, 
this  phase-in  does  not  apply  to  NOW  accoimts  held  by  institutions  outside  Mew 
England,  New  York  and  New  Jersey,  and  under  the  terms  of  the  DIDC  bill,  this 
wiuld  be  broadened  to   Include  the  newly  authorized  interest-bearing  demarrl 
deposits.     The  result  would  be  to  create  additional  Imbalances  and,  while 
there  nay  be  some  historical  basis  for  doing  so,  we  suggest  that  a  simpler  and 
more  equitable  approach  is  to  leave  the  eight-year  phase-in  in  place  for  all 
institutions  in  all  50  states. 

In  this  connection,  the  question  also  arises  as  to  whether  it  would 
be  appropriate  for  the -Banking  Committee  to  give  concomitant  consideration  to 
requiring  the  Federal  Reserve  to  pay  Interest  on  reserve  balances  maintained 
by  depository  institutions.     Congressman  Barnard  has  already  introduced 
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legislation  (h.R.  1013)  to  accomplish  this  insofar  as  jtoney  Market  Deposit 
Accounts  ace  concerned,  and  oath  NAMSB  and  the  National  League  are  already  an 
record  in  support  of  chat  bill.  The  principle  Involved  in  3.H.  3535  and  H.R. 
1013  is,  of  course,  precisely  the  sane,  nanely,  explicit  pricing  foe  the  us* 
of  fuids.  Determining  which  bills  should  be  takea  up  at  Utah  tine  is  clearly 
the  province  of  Che  Ccanittee  Chairman,  and  we  would  merely  observe  that  both 
bills  represent  a  significant  step  forward  in  modernizing  the  nation'*  banking 
structure  and  should  be  processed,  either  separately  or  jointly,  as  promptly 

Brokered  Deposits 

You  have  asked   that  we  expand  our  testimony  to  include  comments  on 
Che  question  of  brokered  deposits.     This  Is  clearly  one  of  chose  issues  where 
responsible  business  practices  can  bring  positive  benefits  Co  both  depository 
institutions  and  the  public,  but  inhere  imprudent  management  can  create 
unstable  conditions.     There  have  already  been  several  tall  publicized 
instances  in  which  Institutional  and  individual  investors  have  lost  thousands 
of  dollars  In  bank  failures  involving  excess  reliance  on  purchased   finds  of 
this  type. 

Responding   to  these  abuses  and  to  congressional  requests  for  remedial 
action,  the  FDIC  has  recently  amended  its  Report,  of  Condition  to  require  all 
insured  banks  to  report  their  aggregate  anoint  of  brokered  funds  beginning 
with  the  quarter  ending  September  30,  1963.     The  Federal  Bene  loan  Bank  Board 
Is  also  considering  additional  regulatory  action  Insofar  as  brokered  deposits 
are  concerned. 
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Our  general   reaction  is  that  as  va  prepare  «  Wit*  another  daregular- 
tory  step  In  the  farm  of  repealing  the  prohibition  on  the  payment  of  interest 
an  demand  deposits,   -e  should  oe  very  careful  not  ta  begin  reregulating   in 
other  areas.     Therefore,  we  wauld  agree  with  the  Administration's  position, 
tnunciated  by  Assistant  Secretary  Healey  ■jier.  he  appeared  before  this 
Subcommittee  on  September  28,   that  we  should  wait  until  the  federal  financial 
regulatory  agencies  have  determined  the  precise  extent  of  brokered  funds 
within  the  hanking  system.     Perhaps  then  it  may  be  necessary  to  put  same 
additional  safeguards  In  place. 
Concluding  Comments 

Before  concluding,  Mr.  Chairman  and  Members  of  the  Subcommittee,   I 
kould  like  to  inject  one  caveat.     Our  general  policy  in  favor  of  deregulation 
and   in  support  of  H.R.  3535,   In  particular,  is  necessarily  dependent  upon  the 
level  of  market  interest  rates.     In  the  current  environment  of  reduced 
interest  rates,  savings  institutions  are  marginally  able  to  assimilate 
additional  deregulatory  steps.     A-ssiming   interest  rates  stay  near  current 
levels,  v  project  that  our   industry  will  be  modestly  in  the  black  for  1983  as 
a  whole,  but  there  continue  to  be  pockets  of  regional  weakness  and  wide 
variances  within  individual   Institutions.     Of  course,  many  thrifts  are  still 
losing  money  and  some  of  these  Institutions  will  continue  to  require  capital 
assistance  pursuant  to  last  year's  legislation. 

Hie  point  is  that  the  recovery  in  the  thrift  industry  is  very 
precarious  and  vt  have  hardly  made  a  dent  in  the  crucial  process  of  rebuilding 
net  worth  positions.     The  reality  of  massive  federal  budget  deficits  and  the 
prospect  for  renewed  inflation  and  another  bout  with  high  interest  rates 
requires  us  to  be  ever  cautious  in  calling  for  additional  deregulation. 
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Also  an  the  ouestion  of  deregulation,  we  would  be  raitiss  not  to  paint 
out  that  as  competition  for  deposits  escalates  not  just  between  swings 
institutions  and  conaercial    bants  but  aoong   all  types  of  financial 
institutions,    it  beccaes  all   the  more   imperative  that  the  reoaining 
restrictions  on  the  asset  and  other  operating  powers  of  thrift  institutions  be 
removed,     deregulation  of  liabilities  is  slated  to  becose  conplete  by  1986, 
but  further  asset  deregulation  renalns  aired   in  continued  controversy  over 
whether  depository  institutions  should  be  permitted  to  enter  securities, 
insurance,  and  related  financial   fields. 

The  National  Gaimcil  of  Savings  Institutions  and  its  predecessor 
associations  support  broader  operating  powers  for  all  regulated  depository 
institutions.    "A  have  major  problems  with  the  Mm inist ration- sponsored  bill*, 
S.  16B9/H.B.   3537,  and  we  certainly  would  not  want  to  see  nerltorious 
legislation  such  as  H.R.  3S35  held  up  until  the  problens  associated  with  the 
Mfeiinlstration's  broader  initiative  are  resolved,     we  do  want  to  espriasiie, 
however,  that  there  is  also  a  pressing  need  to  get  on  with  the  other  half  of 
the  deregulation  process. 

Thank  you  very  ouch  for  the  opportunity  to  present  these  views,-   I 
icok  forward  to  answering  any  questions  you  may  have. 

Chairman  St  Germain.  Thank  you,  Mr.  Lawton. 

With  respect  to  your  caveat  at  the  conclusion  of  your  remarks,  I 
think  your  caveat  sould  be  communicated  to  the  members  of  your 
organization  and  to  the  members  of  Mr.  Brooks'  organization,  be- 
cause I  have  that  same  concern  that  some  of  these  thrifts  may  be 
under  the  delusion  that  interest  rates  are  not  going  to  rise  again. 
There  is  a  possibility  that  that  might  happen.  Your  caveat  is  very, 
very  important. 

Now,  from  the  State  of  Virginia  we  will  hear  from  Mr.  Brooks, 
who  is  representing  the  U.S.  League  of  Savings  Associations. 

We  will  place  your  entire  statement  in  the  record,  and  you  may 
proceed. 

STATEMENT  OF  EDWIN  B.  BROOKS,  JR.,  PRESIDENT  OF  SECURITY 

FEDERAL  SAVINGS  &  LOAN,  RICHMOND,  VA.,  ON  BEHALF  OF 

THE  U.S.  LEAGUE  OF  SAVINGS  ASSOCIATIONS 

Mr.  Brooks.  Thank  you,  Mr.  Chairman. 

My  name  is  Edwin  B.  Brooks,  Jr.,  of  Richmond,  Va.  I  appear  on 
behalf  of  the  U.S.  League  of  Savings  Associations.  I  will  merely 
summarize  my  written  statement. 

The  U.S.  Le  ;  is  pleased  to  testify  in  support  of  H.R.  3535,  the 
]  !  I  ]  rkmity  Act  of  1983.  I  might  add,  we  also  did  not 
:  y  the  bill,  Mr.  Chairman. 
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We  find  that  approach  to  checking  account  deregulation  superior 
to  the  alternative  proposal  before  the  subcommittee,  H.R.  3895, 
which  was  sent  up  by  the  Depository  Institutions  Deregulation 
Committee. 

Your  bill,  Mr.  Chairman,  provides  true  "equity"  because  it  also 
addresses  a  longstanding  inequity  in  depository  institution  statutes: 
It  will  permit  federally  chartered  savings  institutions  to  offer 
demand  deposits  to  the  full  spectrum  of  customers. 

We  first  received  demand  account  authority  in  last  year's  miles- 
tone St  Germain-Gam  legislation — but  it  was  restricted  to  commer- 
cial depositors  with  established  "loan  relationships."  In  many  cases 
it  is  still  impossible  for  us  to  provide  checking  accounts  even  to 
small  businesses,  like  realtors,  builders,  and  others  in  the  real 
estate  finance  process,  who  have  an  obvious  self-interest  in  main- 
taining an  ongoing  deposit  relationship  with  our  institutions. 

The  DIDC's  bill  does  not  correct  this  eligibility  defect,  while  H.R. 
3535  assures  complete  equity  through  appropriate  change  in  the 
Home  Owners'  Loan  Act.  Now  that  the  deregulation  process  has 
been  completed  for  time  deposits,  the  time  has  come  to  permit  all 
federally  chartered  depositories  to  compete  for  the  universe  of  com- 
mercial demand  account  customers,  as  well. 

I  might  interject  at  this  point  that  an  opportunity  for  thrifts  to 
offer  checking  accounts  to  businesses  does  not,  in  our  view,  "make 
us  commercial  banks."  There  is  still  a  vast  distinction  on  the  asset 
side  between  our  specialized  home  finance  institutions  and  multi- 
purpose commercial  banks.  The  composition  of  our  assets  will  con- 
tinue to  distinguish  our  primary  purpose  and  role  from  the  bank- 
ing institution  which  supplies  commercial  and  business  credit. 

Both  H.R.  3535  and  the  DIDC's  H.R.  3895  at  long  last  remove  the 
half-century-old  prohibition  against  payment  of  interest  on  demand 
deposits.  No  one  should  doubt  that  the  prohibition  has  long  since 
become  meaningless — except  for  small  businessmen  and  partner- 
ships that  lack  the  sophisticated  cash  management  techniques  em- 
Cred  by  treasurers  of  large  corporations  and  their  commercial 
kers. 
Certainly,  the  prohibition  is  no  longer  a  factor  for  individuals 
wishing  interest  paying  checking  accounts — with  the  spread  of 
NOW  accounts  nationwide. 

In  our  opinion,  "equity"  requires  that  interest  bearing  checking 
should  be  available  to  the  small  businessman,  too,  and  repeal  of 
the  prohibition  will  assure  that  objective. 

We  understand  why  our  commercial  banking  colleagues  will  be 
sorry  to  see  the  prohibition  disappear.  Nobody  understands  better 
than  we  do  how  the  pace  of  deregulation  can  impact  institutional 
earnings.  But  certainly  this  potential  cost  to  commercial  banking 
does  not  outweigh  the  freedom  of  choice  for  consumers  and  the 
benefits  to  small  businessmen  provided  by  the  Demand  Deposit 
Equity  Act.  Perhaps  there  is  some  merit  in  temporarily  preserving 
DIDC  rate  setting  authority  for  small  balance  demand  deposits — or 
to  provide  a  phasedown  from  the  $2,500  "dividing  line"  suggested 
by  the  regulators. 

Turning  briefly  to  another  matter,  we  appreciate  that  Repre- 
sentative Barnard's  bill  to  permit  payment  of  interest  on  reserves 
posted  for  the  money  market  deposit-type  accounts  is  not  officially 
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before  this  subcommittee.  The  payment  of  interest  on  those  re- 
serves would  make  such  accounts  directly  equivalent  to  and  com- 
petitive with  the  money  market  mutual  funds,  as  directed  by  the  St 
Germain-Gam  Act.  We  hope  that,  at  the  appropriate  time,  this 
Congress  will  favorably  consider  the  Barnard  bill. 

Finally,  Mr.  Chairman,  we  too  are  awaiting  with  interest  the  re- 
sponse to  your  letter  inviting  a  regulatory  plan  to  monitor  and  con- 
trol the  practices  of  money  brokers.  The  use  of  brokers  to  obtain 
funds  is  a  useful  deposit-acquisition  tool,  and  a  sound  financial 
practice  m  the  vast  majority  of  situations.  However,  as  your  Penn 
Square  inquiry  revealed,  it  can  be  badly  abused,  and  institutions  as 
well  as  individuals  can  be  victimized. 

We  are  also  concerned  about  a  very  recent  development.  Appar- 
ently, some  of  the  giant  Wall  Street  brokerage  firms,  in  the  wake 
of  deregulation,  have  plans  to  channel  to  a  few  select  banks  and 
thrift  institutions  deposits  for  Wall  Street  customers.  These  nego- 
tiable deposits  will  carry  premium  rates  not  available  to  local  cus- 
tomers of  these  same  depositories,  apparently. 

As  spelled  out  further  in  my  full  statement,  this  use  of  the  bro- 
kered deposit  raises  several  serious  problems,  not  the  least  of 
which  is  the  effect  on  interest  rates  as  competitors  raise  their  rates 
to  hold  on  to  large-balance  customers.  The  smaller  institutions,  the 
smaller  savers,  including  individuals  and  small  businesses,  will  not 
share  in  the  benefits. 

With  only  3  days'  experience  with  complete  time  deposit  deregu- 
lation, it  is  too  early  for  us  to  present  firm  recommendations  to  you 
on  these  potential  problems.  However,  we  would  encourage  the  sub- 
committee to  monitor  the  situation  in  coming  months  to  determine 
whether  predatory  practices  develop  in  the  marketplace  to  the  det- 
riment of  our  depository  system,  local  customers  and  credit  avail- 
ability, and  the  economy  generally. 

In  conclusion,  Mr.  Chairman,  we  applaud  the  introduction  of  the 
Demand  Deposit  Equity  Act  and  hope  that  it  can  move  forward 
without  delay. 

Thank  you  for  this  opportunity  to  present  the  views  of  the  U.S. 
League.  I  look  forward  to  your  questions. 

[Letters  of  invitation  to  Mr.  Green  of  the  U.S.  League  of  Savings 
Association,  dated  September  16  and  September  23,  1983,  and  the 
prepared  statement  of  Mr.  Brooks,  on  behalf  of  the  U.S.  League  of 
Savings  Institutions,  follow:] 
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U.S.  HOUSE  OF 


Mr.  Roy  Green 

Executive  Vice  President 

U.S-  League  of  Swings  Associations 

1709  New  York  Avenue,  N.W.,  Suite  SO! 

Wsjrungton,  D.C.    200M 


The  Subcommittee  on  Financial  Institutions  Supervision,  Regulation  and 
Insurance  will  commence  hearings  an  September  21  on  the  provisions  ol  H Jt. 
3333,  the  Demand  Deposit  Equity  Act  oi  1913,  which  would  authorize  the 
payment  of  Interest  of  all  cheesing  accounts. 

As  yon  know,  nationwide  NOW  account*  wow  created  in  the  »Jth 
Congress.  However,  authority  to  extend  NOV  accounts  tu  amine rm  and 
corporstioiu  hu  been  questioned,  snd  In  June  the  Depository  Institutions 
Deregulation  Committee  Mked  the  Congress  to  specifically  authorise  offering 
Interest  bearing  demand  deposit  sccrxmts  n  all  customers  Including  business**. 
Enclosed  for  your  information  I*  a  copy  of  the  floor  statement  I  gave  when  I 
introduced  HJt.  3335  last  month.  Also  enclosed  1*  a  copy  of  the  statement  I 
mad*  yesterday  when  Mr.  Wylle  snd  I  Introduced  the  Administration's  Interest 
on  demand  deposits  bill  at  the  request  of  the  DIDC. 

Your  testimony  or  that  of  your  designee,  will  be  of  great  assistance  to  the 
Subcommittee  In  its  consideration  of  HJt.  3333.  Accordingly,  we  have 
scheduled  your  testimony  for  lOiOO  ajn.  on  October  *  In  Room  2121  of  th* 
Rayburn  House  Office  Building.  In  accordance  with  Committee  rules,  please 
deliver  130  copies  of  your  prepared  statement  2*  noun  In  advance  of  your 
appearance  to  the  Subcommittee,  Room  B303  Rayburn.  It  1*  also  requested  that 
your  limit  your  oral  testimony  to  10  minutes  to  enable  ail  Subcommittee 
members  sufficient  time  for  questioning.  Yaw  prepared  statement  will  be 
distributed  to  all  Members  of  the  Subcommittee  In  advance  of  the  hearing  and 
will  he  Included  in  in  entirety  in  the  hearing  record. 


2fc—*>, 


id  J.  St  Germain 
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U.S.  HOUSE  OF  REPRESENTATIVES 


September  13,  19  S3 


Mr.  Roy  Green 

Executive  Vice  President 

U-S.  League  of  Savings  Associations 

1709  New  York  Avenue,  N.W.,  Suite  801 

Washington,  D.C.  10001 

Dear  Mr.  Green: 

As  deposit  deregulation  proceeds,  the  role  of  third  party  intermediaries  or 
"money  brokers"  appears  to  be  becoming;  increasingly  significant.  In  its 
deliberations  on  H.R.  353$,  the  Subcommittee  should  know  more  ■bout  such 
activities.  Therefore,  In  addition  to  your  testimony  on  H.R.  3335  pursuant  to  ay 
letter  of  September  IB,  1983,  pleas*  provide  the  Subcommittee  with  your  views 
on  the  public  risks  and  benefits  associated  with  the  activities  of  money  broken. 
A  copy  of  my  recent  letter  to  the  federal  regulatory  agencies  concerning  money 
brokers,  and  related  material,  is  enclosed  for  your  information. 

Sincerely. 
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On  Behalf  of  the  U.S.  League  of  Savings  Institutior 


Virginia,  and  appear  today  in  my  capacity  as  Legislative 
Vice  Chairman  for  the  United  states  League  of  Savings 

The  U.S.  League  wishes  to  express  its  support  this 
morning  for  H.R.  3535,  the  Demand  Deposit  Equity  Act  of  198: 
and  compliment  you,  Chairman  St  Germain,  for  its  intioductic 
and  these  hearings.   He  hope  that  this  distinguished  Suboomn 
your  full  Banking  Committee,  and  the  Congress  can  move 

our  depository  system. 


■The  U.S.  League  of  Savings  Institutions,  formerly  the  U.S.  League 
of  Savings  Associations,  has  a  membership  of  3,500  companies 
representing  over  994  of  the  assets  of  the  S730  billion  savings 
and  loan  business.   League  membership  includes  all  types  of 

Recently,  many  prominent  savings  banks  have  joined  the  League 
as  members.   The  principal  officers  are:   Leonard  Shane,  Chairman, 
Huntington  Beach,  California;  Paul  Prior,  Vice  Chairman,  New 
Castle,  Indiana;  William  O' Cornell,  President,  Chicago,  Illinois; 
Stuart  Davis,  Legislative  chairman,  Beverly  Hills,  California; 

Counsel,  Jim  Freeman,  Senior  Legislative  Representative,  Washington, 
D.C.   League  headquarters  are  at  111  East  Wacker  Dr.,  Chicago, 
Illinois  6O601.   The  Washington  Office  is  located  at  1709  New 
York  Avenue,  N.H.,  Washington,  D.C.  20006.   Telephone;   1202) 

637-8900. 
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We  would  also  hope  that  your  Committee,  at  the  appropriate 
time,  will  act  favorably  on  H.R.  1013,  Rep.  Barnard's  legislation 
to  permit  payment  of  interest  on  the  required  "sterile"  reserves 
posted  for  Money  Market  Deposit  and  SuperNQW  accounts  with  the 
Federal  Reserve  System.   And,  pursuant  to  your  letter  of  September 


Equity  for  Checking 


With  the  completion  of  the  deregulation  process  for  time 
deposits  last  Saturday,  it  is  particularly  appropriate  —  as  stated 
in  your  introductory  remarks  for  H.R.  3535,  Mr.  Chairman  —  that 
the  Congress  now  address  "the  major  remaining  deregulation  issue 
involving  the  liability  side  of  depository  institutions'  balance 
sheets."   The  time  has  long  since  passed  for  commercial  checking 

Mr.  Chairman,  the  title  of  H.B.  3535  appropriately  includes 

institutions  are  today  denied  an  opportunity  to  service  the  full 
spectrum  of  demand  depositors.   Though  the  landmark  Garn-St  Germain 
Act  of  1982  IP.L.  97-320)  authorized  demand  account  authority 
for  federal  thrifts,  the  new  power  was  restricted  in  the  case  of 

an  established  loan  relationship.   (S.J. Res.  271  subsequently 
clarified  that  thrifts,  as  corporate  entities,  may  utilize  demand 
deposits  for  their  own  account.)   However,  the  universe  of  commercial 
checking  account  customers  remains  largely  off-limits  for  federal 
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unduly  restricts  our  desire  to  serve  local  businessmen  and  farmers. 
The  handicap  is  greatest  for  providing  ccinplete  service  to  others 
in  the  chain  of  real  estate  finance  and  home  purchase  —  realtors, 
builders,  local  suppliers  and  subcontractors.   They  have  an  obvious 

their  local  savings  institution.   He  have  testified  in  other  years 
before  this  distinguished  Subcommittee  of  the  irony  that  occurs  when 
the  proceeds  of  a  construction  loan  originated  by  a  thrift  institution 
had  to  be  deposited  in  a  commercial  bank  checking  account  so  that 
it  would  be  available  for  the  builder  to  use  in  dealing  with 
subcontractors  and  supply  firms.   While  Garn-St  Germain  partially 
addressed  that  particular  inequity  with  its  "loan  relationship" 
exception,  there  is  still  a  problem  of  continuity  in  service  when 
the  construction  loan  is  retired.   Thus,  many  real  estate-related 

transaction  account  at  the  local  commercial  bank. 

Unlike  the  Demand  Deposit  Equity  Act,  the  companion  proposal 
sent  to  your  Subcommittee  by  the  Depository  institutions  Deregulation 

inequity.   It  does  not  amend  the  Home  Owners'  Loan  Act  and  it 
does  not  make  savings  institutions  eligible  to  offer  unrestricted 
checking  accounts  to  corporate  and  agricultural  entities. 

That  is  the  major  shortcoming  in  the  language  offered  by 
the  DIDC  and  the  reason  we  believe  that  H.H.  3535  is  the  superior 
legislative  proposal  pending  before  your  Subcommittee  and  the 

Money  Market  Deposit  Account  established  under  its  rule-making 
powers  could  achieve  this  objective,  it  is  preferable  in  our 
opinion  to  address  the  matter  straightforwardly  through  removal 
of  the  "loan  relationship"  restriction  on  commercial  demand 
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enactment  of  H.R.  3535  completes  a  "homogenization"  process  for 
our  nation's  depository  system.   "SSLs  are  just  like  banks  if 
they  have  commercial  checking  accounts,"  they'll  say.   The  U.S. 
League  does  not  agree.   Essential  investment  differences  will 
remain  to  distinguish  our  specialized  thrift  institutions,  the 

restricted  in  consumer  and,  especially,  commercial  lending.   Even 
in  our  specialty  area,  real  estate  finance,  a  404-of-assets 
ceiling  is  placed  on  non-residential  lending  and  a  S%-of-assets 
"basket"  applies  for  line-of-credit  construction  loans.   Federal 
thrifts  do  not  have  the  flexibility  of  "operating  subsidiaries" 
and  insured  institutions  owned  by  S&L  holding  companies  must  comply 

The  composition  of  our  assets  will  continue  to  distinguish 

Significant  differences  remain  and,  in  our  view,  are  desirable 
to  assure  homeownership  opportunities  for  American  households. 
These  asset-composition  distinctions  between  thrifts  and 

coming  months,  the  U.S.  League  may  wish  to  explore  with  your 

the  financial  institution  statutes  in  a  similar  fashion. 

Both  H.R.  3535  and  the  nine's  H.R.  3895  repeal  the  half- 
century-old  prohibition  on  payment  of  interest  on  demand  deposits. 
If  memory  serves  us  correctly,  Mr.  Chairman,  you  have  recognized 
for  at  least  five  years  this  peculiar  anachronism  in  our  depository 
institution  laws.   The  presence  of  the  prohibition  has  led  to  a 
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pattern  of  banking  practices  to  circumvent  the 

commercial  customers  receive  various  processing  and  transfer  services 

from  their  commercial  banks  to  compensate  for  the  inability  to 

treasurers  of  large  corporations  have  the  resources  to  utilize 

checking  account  balances. 

These  benefits  available  to  the  large  commercial  depositor 
are  not  necessarily  available  to  smaller  businesses,  partnerships, 

explicit  interest  on  demand  deposits  through  repeal  of  the  prohibitic 
found  in  the  1933  and  1935  Banking  Acts. 

Of  course,  for  several  years  now  it  has  been  possible  for 
individuals  and  non-profit  corporations  to  sidestep  the  prohibition 
because  of  the  development  of  Negotiable  Orders  of  Withdrawal, 
or  NOW  accounts.   The  NOW  accounts,  pioneered  in  New  England  by 
the  thrift  industry,  were  authorized  nationwide  by  your  Depository 
Institutions  Deregulation  and  Monetary  Control  Act  (P.L.  96-221), 
along  with  statutory  approval  for  share  drafts  and  ATS,  or 
automatic  transfer  from  savings -to-checking  plans.   (The  Oarn- 
5t  Germain  Act  extended  NOW  eligibility  to  governmental  unit 
flepositors,  as  well.)   Then,  in  response  to  the  unbridled  competition 
from  money  market  funds,  with  their  withdrawal -by-check  convenience. 
Public  Law  97-320  authorized  the  ceiling-free  Money  Market  Deposit 
Account,  which  permits  up  to  three  transactions  a  month.   The  didc 
also  invented  last  winter  a  SuperNOW  product  (with  unlimited 
transactions)  for  regulated  depositories.   Each  of  these  developments 
is  a  somewhat  imperfect  response  to  serving  the  public  which  wants 
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impractical  for  businesses  because  of  its  three -per -month  limitation i 
and  the  SuperNOW  (like  other  NOWs)  cannot  be  used  with  commercial 

The  Demand  Deposit  Equity  Act  eliminates  the  need  tor  these 
gymnastics  by  repealing  the  ha If -century-old  prohibition. 
it  cleans  up  the  U.S.  Code  by  removing  the  eligibilii 
toe  NOWs  (and  SuperNOWsl  and  by  eliminating  the  automatic  transfer 
exception  (for  FDIC-insured  institutions)  to  the  payment -of -interest 

Beyond  its  failure  to  extend  eligibility  to  thrifts  to 
serve  all  commercial  demand  depositors,  H.R.  3895  differs  in  certain 
other  respects  from  H.R.  3535.   For  one  thing,  it  discards  the 
rather  rigid  requirement  of  the  1980  law  that  the  DIDC  meet 

deregulation  process  behind  us.  The  DIDC's  proposal  also  contains 

the  payment -of -interest  ban  is  repealed.   Presumably,  interest -paying 

to  the  eight-year  phase-in  schedule  for  reservability  set  forth 
in  the  1980  Monetary  Control  Act,  while  NOWs  generally  remain 
fully-reservable.—   We  do  not  necessarily  share  the  DIDC's 
apprehensions  in  this  regard.   In  any  event,  if  the  Congress  also 
acts  on  legislation  to  permit  payment  of  interest  on  required 
reserves,  as  we  recommend  later  on  in  this  statement,  there  would 
be  less  cause  for  concern  about  potential  shifting.   H.R.  3895's 
ISO-day  delay-in  effective -date  is  a  worthwhile  contribution  to  any 

-'  Section  105  does  preserve  the  special  phase-in  treatment 

of  NOW  reserves  permitted  under  the  1980  Act  for  depositors 
in  the  Northeast.   That  is  a  useful  provision,  consistent  wi 
the  non-reservability  policy  which  applied  prior  to 
nationwide  NOW  account  authority. 
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The  remaining  major  difference  between  the  two  bills  is  th< 
preservation  of  rate-setting  authority  for  the  OIDC  for  demand 
deposits  of  less  than  $2,500.   The  DIDC  proposes  to  apply  the 

to  any  newly- deregulated  checking  deposits  with  balances  under 
$2,500.   The  purpose,  as  Treasury  Assistant  Secretary  Healey 
testified  last  week,  "is  to  prevent  the  sudden  and  significant 
erosion  of  the  effectiveness  of  the  present  ceilings  on  NOW 
accounts  of  less  than  $2,500  and  on  passbook  accounts  ...  and 

The  U.S.  League  agrees  that  there  is  some  merit  in  smoothir 
the  transition  to  totally  deregulated  demand  deposits  and  in 

Roughly  15%  of  savings  and  loan  deposits  remain  in  the  NOW  and 
passbook  categories,  with  somewhat  higher  percentages  in  savings 
banks  and  in  some  regions  of  the  country.   The  $2,500  distinction 
of  H.R.  3895  is  a  reasonable  approach.   Complete  and  immediate 
deregulation  for  all  transaction  accounts  could  disrupt  the 

our  industry,  on  average,  is  only  marginally  profitable.  (If 
rates  do  not  increase  from  present  levels,  we  are  hopeful  for 
our  first  positive  earnings  year  since  1980. ) 

Me  acknowledge,  Mr.  Chairman,  your  concern  that  the 
$2,500  dividing  line  does  deny  the  full  promise  of  deregulation, 
at  least  temporarily,  to  the  small  consumer  depositor  and  small 

its  meeting  last  Friday,  lowered  the  minimum  balance  threshold 
for  Money  Market  Deposit  Accounts  to  $1,000,  effective  January  1, 
1985.   Thus,  the  Subcommittee  might  wish  to  consider  some  orderly 
phase-down  in  the  DIDC's  request  to  retain  rate-setting  authority 
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for  interest-bearing  demand  deposits  of  less  than  $2,500  during 
the  remaining  life-span  of  that  Committee. 

will  drive  up  the  costs  of  funds  acquisition  for  commercial  banks 

of  our  deposits  in  NOW  accounts  and  negligible  balances  in  commercial 
cheeking  accounts,  these  effects  should  be  much  less  pronounced 
at  thrift  institutions  —  assuming,  of  course,  that  destructive 

that  a  reduction  of  5%  to  10%  might  occur  in  overall  1982  pre-tax 
earnings  for  our  brethren  in  commercial  banking. 

Savings  institutions,  of  course,  are  all  too  familiar  with 

investment  portfolios  filled  with  long-term,  below-market  mortgages, 

degree,  commercial  banks  with  sizable  mortgage  and  bond  portfolios 
shared  the  same  kinds  of  asset/liability  mismatches.)  W 
rates  shot  into  double  digits,  more  than  one-third  of  the  accumul 
net  worth  of  our  industry  was  consumed  in  just  two-and-a-half  yea 

merged  out  of  existence.   The  soars  of  inflation  and  deregulation 

behavior.   A  "maturity  warp"  has  developed  as  customers  seek  ever 
shorter  high-rate  instruments  to  protect  against  upward  surges 

the  6-month  market-indexed  CD  was  inaugurated)  and  conditions  at 
the  start  of  this  decade  (when  deregulation  was  accelerated),  we 
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leal thy  liquidity  i 


Thus,  the  U.S.  League  believes  that  commercial  banks  and  their 
stockholders  ate  in  a  comparatively  strong  position  to  withstand 
the  negative  earnings  impact  of  this  final  step  in  the  deposit 
deregulation  process.   Certainly,  this  potential  cost  to  comnercii 
banking  does  not  outweigh  the  freedom  of  choice  for  consumers 
and  the  benefits  to  small  businessmen  provided  by  the  Demand 
Deposit  Equity  Act,  H.R.  3535, 

The  time  is  right  for  the  Congress  to  complete  deposit 
deregulation  by  enactment  of  H.R.  3535. 

Though  we  appreciate  that  Hep.  Barnard's  H.B.  1013  has  bee 
referred  to  another  Subcommittee  and  is  not  within  the  subject- 
matter  for  today's  hearing,  the  U.S.  League  would  like  to  express 
its  support  for  that  proposal. 

to  develop  an  account  "directly  equivalent  to  and  competitive 
with  money  market  mutual  funds".   The  largely  unregulated  money 

our  opinion,  greatly  complicates  the  monetary  policy  assignment 
of  our  Central  Bank.   In  the  absence  of  legislation  to  impose 

The  payment  of  interest  on  reserves  required  of  savings 
institutions  and  other  regulated  depositories  will  make  SuperNOW 
accounts  (or  fully-transactionable  Money  Market  Deposit  Accounts) 
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more  competitive  in  the  contest  with  money  market  funds.   In 
addition,  some  income  from  interest  paid  on  the  now-sterile  reserve 
balances  could  be  especially  important  during  the  continuation 
of  the  restructuring  process  at  thrift  institutions. 

To  make  the  MMDAs  and  the  SuperNOWs  fully  competitive 
would  require  that  the  interest  on  reserves  be  paid  on  the  basis 
of  current  market  rates.  (There  are  also  technical  problems 

with  the  lag  of  a  quarter;   the  Federal  Reserve  favors  the  current 
approach. 1 

Eventually,  we  would  hope  that  the  Congress  could  authorize 
the  payment  of  interest  on  all  NOW  and  demand  deposit  reserves. 
We  appreciate,  of  course,  that  the  initial  drain  on  the  Treasury 
makes  this  further  change  unlikely  in  the  present  budgetary  situation. 
Brokered  Funds 

The  U.S.  League  also  appreciates  this  opportunity  to  present 
its  views  on  the  practice  of  acquiring  deposits  through  the  use 

to  your  letters  of  September  6,  Mr.  Chairman,  inviting  a  regulatory 
plan  to  monitor  and  control  money  broker  practices. 

In  many  cases,  the  use  of  independent  brokers  has  been  a 

for  investment  in  local  communities.   However,  as  your  investigations 
of  the  Penn  Square  Bank  failure  last  year  revealed,  brokered  funds 

and  individual  investors. 

For  institutional  investor  protection,  it  may  be  appropriate 
for  the  supervisory  agencies  to  consider  the  development  of  a 
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registration  or  licensing  procedure  to  identify  and  improve  the 
accountability  of  independent  brokers  seeking  to  place  institutional 
funds.   Careful  supervision  is  also  required  of  institutions  bidding 
for  such  deposits.   There  have  been  instances  of  depositories 
nearing  the  point  of  institutional  failure  "over  bidding"  in  a 
desperate  attempt  to  attract  fresh  funds  for  questionable  reinvestment. 
This  can  jeopardize  the  safety  and  soundness  of  the  depository 
involved,  as  well  as  its  responsibility  to  its  customers.   The 
pattern,  of  course,  should  be  of  concern  to  the  FSLIC  and  the  FDIC, 
since  it  means  added  exposure  to  their  insurance  funds. 

With  the  arrival  of  time  deposit  deregulation,  we  are  also 
concerned  about  the  growing  use  of  "bona  fide"  brokers,  such  as 
the  major  Wall  Street  securities  houses,  for  delivering  large  blocks 
of  deposits  to  a  few  selected  banks  and  thrift  institutions. 
Several  such  "deals",  reminiscent  of  the  placement  of  All  Savers 
accounts  two  years  ago  by  Hall  Street  firms,  are  apparently  in 

there  was  a  statutorily-prescribed  rate  for  everyone  —  today's 
brokered  deposits  will  be  made  in  a  deregulated  savings  environment. 
Premium  rates  are  apparently  planned  for  the  brokerage  house  customer  - 
rates  above  those  available  to  a  depositor  approaching  the  bank 
or  thrift  directly.   The  CDs  involved  will  be  in  negotiable  form 
for  trading  in  markets  established  by  the  brokerage  source. 

brokered  deposits  in  a  significant  way,  several  problems  could 

I-  Brokered  deposits  bearing  above-market  rates  could  force 
competing  depositories  to  raise  their  rates  —  touching  off  a 
chain  reaction  which  could  disrupt  local  savings  markets  and, 
theoretically,  drive  up  interest  rates  generally  (including  the  rates 
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t-  The  customers  of  the  Wall  Street  broker  would  lack 
a  true  depositor  relationship  with  the  bank  or  savings  institution 
receiving  the  funds.   This  could  create  instability  and  "hot  money" 
difficulties  for  the  recipient  institution. 

I-  The  nationwide  networks  of  brokerage  house  offices 
could  redirect  deposits  from  local  markets  throughout  the  country 
and  channel  them  to  a  selected  few  giant  banks  and  thrift3  (much 
like  the  local  disinvestment  into  the  money  market  funds).   This 
would  diminish  the  credit  available  for  small  businesses,  home 
purchase,  and  farmers  in  local  communities  across  the  country. 

#-  The  insurance-of -accounts  coverage  of  the  FDIC  and 
the  FSLIC  would,  in  effect,  be  stretched  to  cover  what  basically 

#-  The  line  of  demarcation  between  banking  and  securities 

be  further  obscured,  and  without  Congressional  sanction.  Section 
21  makes  it  illegal  for  securities  firms  to  engage  in  investment 
banking  and  receive  deposits  at  the  same  time,  while  depositories 
(specifically  commercial  banks)  cannot  generally  underwrite 

U.S.  League  would  hope  that  in  the  course  of  this  98th  congress 

the  intermingling  of  depository  and  securities  investment  banking 

With  the  deregulation  effective  last  weekend  for  time 

area  is  no  longer  available,  without  rate  ceilings,  the  Dine 
cannot  regulate  the  placement  of  deposits  by  "bona  fide"  securities 
brokers  through  application  of  its  "finders'  fees"  policies. 
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With  only  three  days'  experience  with  complete  time  deposit 
sregulation,  it  is  too  early  for  us  to  present  firm  recommendations 
1  this  aspect  of  brokered  funds  practices.   However,  we  would 

j  determine  whether  predatory  practices  develop  in  the  marketplace 
3  the  detriment  of  our  depository  system,  local  customers  and  credit 
/ailability,  and  the  economy  generally. 

In  conclusion.  Mr.  Chairman,  I  repeat  the  support  of  our 
rganization  for  the  Demand  Deposit  Equity  Act  of  1983,  H.R.  3535. 


of  the  U.S.  League  of  Savings  Institutions  and  I  look  forward  to 
your  questions. 

Chairman  St  Germain.  Mr.  Brooks,  that  is  one  of  the  most  en- 
lightened performances  you  have  ever  given  before  this  committee. 

Mr.  Brooks.  Well,  thank  you,  sir.  It  has  been  a  long  time. 

Chairman  St  Germain.  I  hope  you  have  extra  copies  of  that  testi- 
mony. I  will  ask  my  staff  to  provide  you  with  the  address  of  the 
ABA  and  IBAA,  and  you  can  forward  them  copies. 

Mr.  Brooks.  We  will  be  glad  to  in  case  they  don't  already  have 
them. 

Chairman  St  Germain.  We  want  to  make  sure.  It  is  very  intrigu- 
ing to  listen  to  all  four  of  you. 

It  seemes  to  me  that  as  we  recall  the  major  legislative  steps  we 
have  taken  in  the  past  4  years,  we  see  a  rapprochement  within  the 
financial  industry.  Some  of  it  has  come  about. 

But  the  cleavage  apparently  still  exists.  I  do  appreciate  it.  It  is 
refreshing  to  hear  you  interpret  each  other's  positions  in  your  testi- 
mony. 

As  usual,  Mr.  Estep,  I  tell  you  the  Louis  Lamour  of  the  IBA 
came  through  with  flying  colors.  You  heard  about  him.  We  ap- 
proved a  medal  for  him  out  of  this  committee,  a  great  author,  a 
romantic  western  Zane  Grey  writer  of  this  century.  I  mean  this  as 
a  compliment. 

The  IBA  has  some  fascinating  writers.  They  can  turn  a  phrase. 
For  instance,  you  sat  there  and  you  said  to  me  that  the  Garn-St 
Germain  bill  prohibited  payment  of  interest  on  accounts  for  small 
businessmen.  Wow.  That  is  a  real  turn  of  phrase. 

What  we  did  was  allow  the  thrifts  to  begin  paying  interest  in  cer- 
tain areas,  but  we  didn't  go  as  far  as  we  should  have,  as  far  as  1 
would  have  liked  to. 

Would  you  like  to  correct  your  little  statement  on  that? 

Mr.  Estep.  Perhaps  I  misread  it,  but  I  don't  believe  so. 

Chairman  St  Germain.  My  ears  are  functioning  well. 
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Mr.  Estep.  I  am  sure  they  are. 

Chairman  St  Germain.  Yea. 

Now,  Mr.  McClellan,  I  want  you  to  address  something  here,  sir. 

On  one  flank,  we  have  the  money  center  banks  who  make  risky  loans  around  the 
globe,  confident  that  they  are  so  important  to  the  banking  system  that  the  Govern- 
ment would  step  in  and  give  them  away  to  paper  over  the  realities  of  any  subse- 
quent losses. 

Skipping  a  few  lines. 


What  do  you  think  about  that  accusation,  Mr.  McClellan?  That  is 
Mr.  Estep's  statement.  That  is  the  Louie  Lamour.  I  would  ask  you 
to  comment  on  that  statement,  Mr.  McClellan,  because  that  is  obvi- 
ously a  kick  in  the  shins  to  the  money  center  banks  which  you  rep- 
resent, Mr.  McClellan,  since  you  represent  the  ABA. 

Mr.  McClellan.  I  think  the  issue  of  capital  structure  is  some- 
thing that  we  have  to  deal  with  for  all  types  of  financial  institu- 
tions. 

Chairman  St  Germain.  How  about  the  issue  of  the  banks  that 
lent  money  indiscriminately  around  the  world?  Tell  us  about  that. 

Mr.  McClellan.  Well,  my  background  is  as  a  community 
banker.  Now,  you  are  absolutely  correct  that  the  ABA  represents 
the  money  center  banks;  but  please  remember  that  the  ABA  repre- 
sents smaller  community  banks.  Approximately  90  percent  of  our 
members  have  assets  of  less  than  $100  million.  I  am  a  community 
banker;  I  come  from  a  community  of  50,000  people  in  the  Midwest. 
We  are  the  home  of  the  Parker  Pen  Co.,  and  80  percent  of  their 
sales  is  outside  the  United  States.  And  so  even  as  a 

Chairman  St  Germain.  Are  they  not  owned  by  Textron? 

Mr.  McClellan.  No,  sir;  they  are  independent. 

Chairman  St  Germain.  They  are  independent? 

Mr.  McClellan.  Yes. 

It  is  the  other  one 

Chairman  St  Germain.  Schaffer? 

Mr.  McClellan.  Yes;  I  think  it  is  Schaffer. 

Eighty  percent  of  the  sales  of  the  Parker  Pen  Co.  is  outside  the 
United  States.  My  bank  doesn't  have  a  single  loan  outside  the 
State  of  Wisconsin  let  alone  outside  the  borders  of  the  United 
States.  We  have  2,000  people  employed  by  Parker  Pen  in  Janes- 
ville,  Wis. 

If  I  took  a  strictly  parochial  or  provincial  viewpoint  on  the  activi- 
ties of  the  IMF,  I  would  have  to  say  that  I  think  the  activities  of 
the  IMF  keep  the  big  banks  involved  in  international  lending 
rather  than  bailing  them  out.  I  am  supportive  of  those  efforts  be- 
cause it  helps  supply  jobs  in  Janesville,  Wis. 

I  am  not  a  statistician,  not  an  economist;  I  don't  have  all  the 
numbers.  But  I  know  that  billions  of  dollars  of  sales  represent  jobs 
in  a  given  community,  and  if  it  were  not  for  the  activities  of  some 
organizations  that  support  lending  to  foreign  countries,  it  would 
mean  a  lot  fewer  jobs  in  Janesville,  Wis. 

Chairman  St  Germain.  Mr.  McClellan,  you  say  you  are  not  a 
statistician.  In  your  statement  you  mention  that  as  a  result  of 
paying  interest  on  demand  deposits,  the  potential  increase  in  cost 
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ranges  between  30  and  100  percent  of  pre-tax  earnings  of  commer- 
cial banks.  Yet,  the  figures  we  get  from  DIDC  are  dramatically  dif- 
ferent. They  Bay  that  the  cost  is  between  5  and  3  percent  of  pre-tax 
earnings. 

So  I  would  ask  you,  for  the  record,  to  go  back  to  the  ABA  and 
ask  them  to  reconcile  these  two  and  clear  up  this  difference  for  us. 
I  think  that  there  are  some  other  types  of  benefits  conferred  that 
were  told  about  the  other  day  by  Secretary  Healey  that  might  be 
involved  and  account  for  some  differentiation,  but  that  is  a  big  dif- 
ference of  numbers.  I  think  you  would  agree. 

Mr.  McClellan.  Yes,  Mr.  Chairman. 

May  I  make  a  brief  response  to  your  comment?  First  of  all,  we 
will  be  glad  to  verify  our  numbers.  But  I  can  tell  you  from  my  own 
experience  that  we  have  cast  our  1983  projected  performance  on 
the  basis  of  what  the  impact  would  be,  were  we  paying  interest  on 
demand  deposits  for  the  year.  It  has  a  26  percent  impact  on  our 
pre-tax  net  income. 

Chairman  St  Germain.  Now,  I  am  very  sympathetic  to  that  but 
you  know,  for  many,  many,  many,  many,  many,  many,  many  years, 
the  ABA  used  to  come  up  here  and  I  would  ask  them  when  can  we 
do  away  with  regulation  Q?  All  they  wanted  to  do  away  with  was 
the  differential,  not  regulation  Q. 

I  would  say  "when? '  They  would  reply,  "Well,  when  conditions 
are  proper." 

Had  we  waited  for  that,  the  depositors  of  this  nation  would  still 
get  5.25  percent  on  a  passbook  or  savings  account.  That  is  all 
changed.  That  is  because  as  Mr.  Brooks  and  Mr.  Lawton  pointed 
out  in  their  testimony,  this  is  a  new  era  and  the  Congress  recog- 
nized the  fact  that  a  new  era  has  arrived. 

It  used  to  be,  as  you  know  in  home  mortgages,  that  there  were,  I 
think,  10  depositors  to  support  one  borrower  to  purchase  a  home. 
Now,  that  has  turned  around.  Now  the  depositor  is  getting  the 
benefit  and  the  borrower  is  having  to  pay  a  higher  rate.  That  is 
tough  on  the  borrower,  I  agree,  but  the  fact  of  life  is  that  people 
who  saved  their  money  shouldn't  be  penalized  and  restricted  on  the 
return  they  can  get. 

One  question  for  you  and  Mr.  Estep,  because  both  of  you  are  not 
too  enamored  of  the  legislation  before  us,  that  is:  What  do  you 
have  against  small  businessmen  of  this  Nation? 

Mr.  McClellan.  Mr.  Chairman,  I  think  we  can  show  you  data  to 
support  that  we  have  absolutely  nothing  against  the  small  busi- 
nessman of  this  Nation.  If  you  look  at  a  profile  of  the  loan  portfolio 
at  my  $160  million  total  asset  bank  in  Janesville,  Wis.,  we  have  a 
total  loan  portfolio  of  approximately  $95  million.  One-third  of  that 
is  in  residential  mortgages  to  citizens  of  the  Janesville,  Wis.  area. 

One-third  of  that  is  to  small  business  people  in  the  Janesville, 
Wis.  area.  The  balance  of  it  is  to  farmers  who  are  small  business 
people,  and  other  consumer  loans. 

Sir,  with  all  due  respect,  we  will  stand  on  our  performance  of 
service  to  the  consumer,  to  the  farmer,  to  the  small  businessman, 
and  match  our  record  with  any  other  financial  institution  in  this 
country. 


,vGoogIe 


144 

Chairman  St  Germain.  Then  why  don't  you  want  to  pay  the 
small  businessman  a  little  interest  on  his  demand  deposit  ac- 
counts? 

Mr.  McClellan.  Sir,  we  agree  with  the  general  thrust  of  your 
legislation.  We  think  there  has  to  be  something  else  with  it.  The 
small  businessman  and  the  consumer  have  been  more  abused  by 
high  interest  rates  on  loans  over  the  past  several  months  than  they 
have  been  hurt  by  not  receiving  interest  on  their  demand  deposit 
balances. 

We  think  they  should  receive  interest  on  their  deposits  at  a 
proper  level.  No  question  about  that.  But  we  think  it  would  not  be 
timely  to  add  an  additional  interest  burden  on  the  small  business 
borrower  and  the  consumer  borrower  that  would  result  from  pay- 
ment of  interest  on  demand  deposits. 

Chairman  St  Germain.  How  about  the  small  businessman  who  is 
not  a  borrower  but  has  money  in  his  checking  account?  If  he 
doesn't  borrow,  isn't  he  being  penalized  if  you  don't  pay  him  inter- 
est on  that  checking  account? 

Mr.  McClellan.  Yes,  sir,  he  is.  Life  isn't  always  fair,  but  we 
should  strive  to  get  it  as  equitable  as  possible. 

Chairman  St  Germain.  That  is  right,  Mr.  McClellan,  that  is 
what  we  are  trying  to  do  with  this  legislation. 

Mr.  McClellan.  Yes,  sir,  and  we  are  saying  that  we  have 
worked  this  long,  we  should  really  evaluate  what  the  situation  is 
before  we  move  ahead.  We  should  try  to  structure  it  in  such  a 
manner  that  will  not  force  the  lenders  to  pile  all  of  the  cost  of 
paying  increased  interest  onto  the  borrower,  but  to  give  lenders 
other  opportunities  to  earn  revenues  to  offset  the  increased  costs. 

Chairman  St  Germain.  You  see  that  argument  is  the  one  where, 
as  I  say  from  that  side  of  the  table,  when  we  wanted  to  do  away 
with  regulation  Q  that  is  what  we  got.  It  was  not  enlightenment  all 
of  a  sudden  on  the  part  of  that  side  of  the  table,  but  rather  the 
security  brokers  who  all  of  a  sudden  came  out  with  money  market 
funds.  Right?  That  is  why  we  did  away  with  regulation  Q.  That  is 
why  all  of  a  sudden  the  ABA  saw  the  light  and  to  survive  they  re- 
alized they  had  to  pay  the  money  market  depositors. 

Mr.  Estop,  I  don  t  want  to  neglect  you. 

Mr.  Estep.  I  would  comment  that  I  am  as  interested  in  helping 
the  small  businessman  as  the  committee  is. 

Chairman  St  Germain.  And  don't  you  have,  as  an  independent 
banker,  a  great  admiration  for  that  American  small  business 
person  who  is  able  to  go  along  on  his  own  and  borrow  as  little  as 
possible?  And  I  am  sure  we  penalize  that  man  by  saying,  hey,  we 
cannot  pay  you  interest  on  demand  deposits  because  there  are 
other  small  business  people  who  are  not  as  efficient  as  you  are  and 
they  have  to  borrow  money  and  if  we  pay  you  what  you  deserve, 
interest  on  your  demand  deposit,  then  we  will  have  to  charge 
that — this  is  what  the  contention  is — to  that  small  business  person 
who  has  to  borrow  a  little  more  money? 

Mr.  Estep.  The  vast  majority  of  small  businessmen  are  also  bor- 
rowers and  their  interest  rate  will  go  up  in  my  opinion.  It  is  much 
more  in  their  interest  to  keep  the  borrowing  rate 

Chairman  St  Germain.  That  interest  rate  will  go  up  as  you  said 
to  keep  your  profits  up.  That  is  what  your  testimony  stated. 
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Mr.  Estep.  I  believe  I 

Chairman  St  Germain.  You  said  it  would  cost  $600-some-thou- 
sand  and  your  profit  was  $1  million  and  to  maintain  that  $1  mil- 
lion-some you  will  have  to  increase  the  interest  rates. 

Mr.  Estep.  I  believe  that  we  are  all,  small  businessmen,  small 
bankers,  in  business  to  make  a  profit. 

Chairman  St  Germain.  That  is  right. 

Mr.  Estep.  If  our  costs  increase  those  costs  must  be  recouped 
through 

Chairman  St  Germain.  You  are  asking  us  to  maintain  a  prohibi- 
tion, to  guarantee  you  a  profit. 

Mr.  Estep.  I  think,  Mr.  Chairman, 

Chairman  St  Germain.  All  we  want  to  do  is  remove  the  prohibi- 
tion so  that  you  can  compete  for  the  profit. 

Mr.  Estep.  I  understand  what  you  are  saying.  The  small  busi- 
nessman now  has  a  wide  variety  of  tools  available  to  him  that 
allow  him  to  earn  interest  on  his  excess  money.  They  have  certifi- 
cates of  deposit.  The  money  market  account  is  available  to  him. 
The  operation  of  those  accounts  or  certificates  is  not  that  difficult. 

Chairman  St  Germain.  You  just  told  me  that  most  of  them  have 
to  borrow  money.  So  how  can  they  put  money  in  CD's?  They  do 
have  their  money  in  the  checking  account  to  run  the  business 
though.  That  money  they  have  in  the  checking  account  to  run  the 
business  is  the  free  money  that  you  are  using  now  to  increase  your 
profits  in  your  bank. 

You  gave  us  the  statistics. 

Mr.  Estep.  It  is  the  amount  that  fluctuates  up  and  down. 

Chairman  St  Germain.  Yes,  you  gave  us  the  statistics. 

Mr.  Estep.  The  interest  they  earn  will  be  on  the  spare  money 
they  are  able  to  accumulate. 

Chairman  St  Germain.  Wait,  they  accumulate  that  and  borrow 
at  a  higher  rate? 

Mr.  Estep.  No. 

Chairman  St  Germain.  You  told  me  that  most  of  these  small 
businessmen  are  borrowers. 

Mr.  Estep.  They  will  fluctuate  up  and  down.  In  the  normal 
course  of  business  they  will  be  borrowers  some  portion  of  the  year, 
they  may  be  investors  for  other  portions.  But  the  word  "investor," 
has  an  incorrect  connotation,  I  think,  here  in  the  sense  that  they 
are  not  large  investors.  What  we  are  trying  to  do  is  protect  the 
small  businessman.  We  think  that  increasing  the  costs  to  him  we 
will  have  done  him  more  harm  than  whatever  interest  earnings  he 
receives  by  virtue  of  this  bill. 

Chairman  St  Germain.  Mr.  Brooks,  do  you  think  that  that  will 
increase  the  cost  to  the  small  business  person? 

Mr.  Brooks.  Frankly,  Mr.  Chairman,  I  think  the  market  sets  the 
rates  and  there  will  be  more  people  in  the  market  if  this  bill 
passes.  I  don't  see  how  he  could  be  hurt.  I  think  he  would  be  bene- 
fited. 

Chairman  St  Germain.  Thank  you. 

Mr.  Barnard. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman. 

Mr.  Lawton,  I  was  interested  in  the  fact  that  you  are  converted 
from  a  mutual  savings  bank  to  a  Federal  savings  bank. 
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Mr.  Lawton.  We  were  a  Federal  savings  and  loan  association 
and  we  converted  to  a  Federal  savings  bank. 

Mr.  Barnard.  What  is  the  difference? 

Mr.  Lawton.  Well,  a  Federal  savings  and  loan  association  would 
operate  under  one  charter  issued  by  the  Federal  Home  Loan  Bank 
Board  and  a  Federal  savings  bank  would  operate  under  a  separate 
charter. 

Mr.  Barnard.  Under  whom? 

Mr.  Lawton.  Under  the  Federal  Home  Loan  Bank  Board. 

Mr.  Barnard.  Both  under  the  Federal  Home  Loan  Bank  Board? 

Mr.  Lawton.  Yes,  sir.  We  have  never  been  under  FDIC.  There 
are  some  technical  differences  but  basically  we  are  doing  the  same 
thing  we  were  doing  before. 

Mr.  Barnard.  If  you  had  the  opportunity  to  convert  into,  say,  a 
commercial  bank,  would  you  do  that? 

Mr.  Lawton.  That  is  a  very  difficult  question  to  answer. 

Mr.  Barnard.  Why? 

Mr.  Lawton.  Well,  there  are  a  number  of  reasons  why  I  couldn't 
answer  that  now  which  have  to  do  with  our  own  institution. 

Mr.  Barnard.  Wouldn't  it  be  because  the  service  availability 
would  be  less  than  it  is  in  a  commercial  bank?  Can't  you  do  more 
in  a  savings  and  loan  than  you  can  in  a  commercial  bank? 

Mr.  Lawton.  We  can  do  more  in  certain  areas,  yes,  but  in  other 
areas  we  cannot  do  as  much. 

Mr.  Barnard.  Such  as? 

Mr.  Lawton.  Well,  in  the  area  of  commercial  deposits  we  are  re- 
stricted. 

Mr.  Barnard.  Let's  talk  about  the  assets  side.  Let's  talk  about 
the  earnings  side.  Could  you  do  more  than  a  commercial  bank  in 
an  earnings  area? 

Mr.  Lawton.  If  we  didn't  have  a  portfolio  consisting  of  a  lot  of 
low  interest  rate  mortgage  loans,  yes,  sir. 

Mr.  Barnard.  Mr.  McClellan,  do  you  have  any  mortgage  loans  at 
your  bank? 

Mr.  McClellan.  Yes,  sir. 

Mr.  Barnard.  What  is  the  percentage  of  your  mortgage  loans? 

Mr.  McClellan.  About  a  third  of  our  loan  portfolio  is  in  residen- 
tial mortgage  loans. 

Mr.  Barnard.  What  do  you  think  about  that,  Mr.  Lawton? 

Mr.  Lawton.  We  have  between  70  and  80  percent  in  mortgage 
loans. 

Mr.  Barnard.  That  is  good. 

Mr.  Lawton.  That  is  the  difference. 

Mr.  Barnard.  I  guess  the  point  I  am  trying  to  determine  for  the 
record  is  whether  there  are  other  opportunities  for  savings  and 
loans,  Mr.  Brooks,  and  mutual  savings  banks,  to  earn  money 
through  fees  and  participation  in  equities,  real  estate,  and  so  forth, 
that  at  this  point  in  time  the  commercial  banks  don't  have?  Is  that 
untrue? 

Mr.  Lawton.  We  do  have  service  corporations. 

Mr.  Barnard.  All  right.  What  can  you  do  in  those  Bervice  corpo- 
rations, Mr.  Lawton? 

Mr.  Lawton.  We  can  invest  in  joint  ventures,  real  estate  devel- 
opment. 
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Mr.  Barnard.  Insurance? 

Mr.  Lawton.  Yes,  sir. 

Mr.  Barnard.  All  right.  That  is  very  interesting. 

What  can  you  do,  Mr.  McClellan,  Mr.  Estep,  what  can  you  do 
other  than  lend  money  and  get  interest  from  investments? 

Mr.  Estep.  I  would  say  that  that  would  be  the  basic  purpose  of  a 
commercial  bank,  through  the  lending  or  investing  of  money. 
There  are  fees,  obviously,  for  the  operation  of  checking  accounts 
and  other  items  of  that  nature,  but  those  fees  do  not  account  for 
the  major  portion  of  the  income  in  a  banking  institution. 

Mr.  Barnard.  Yes,  sir. 

Mr.  McClellan.  Mr.  Barnard,  the  area  that  you  have  been  dis- 
cussing, the  joint  venture  area,  while  it  seemed  to  have  been 
passed  over  somewhat  lightly  as  just  sort  of  an  offhand  opportuni- 
ty, it  puts  a  commercial  bank — especially  in  a  smaller  communi- 
ty— at  a  distinct  disadvantage,  particularly  in  the  development  of 
residential  properties.  The  commercial  bank  does  not  have  the  op- 
portunity to  participate  in  the  joint  venture  profits  of  the  develop- 
ment but  must  restrict  itself  to  only  the  opportunity  to  earn  inter- 
est and  fees  on  construction  loans,  end-loan  financing,  that  type  of 
thing. 

When  you  are  talking  to  a  builder  who  is  going  to  develop  a  tract 
of  residential  property,  your  pricing  is  impacted  significantly  by 
your  inability  to  avail  yourselves  of  joint  venture  profit  opportuni- 
ties. 

Mr.  Barnard.  The  whole  thrust  of  what  I  am  trying  to  develop  is 
that  I  support  the  chairman's  bill;  I  support  H.H.  3535.  I  think  it  is 
a  move  in  the  right  direction. 

However,  I  do  feel  that  we  are  moving  toward  an  atmosphere  of 
free  enterprise  in  the  banking  area  where  we  are  going  to  include 
savings  and  loans,  mutual  savings  banks,  independent  banks  and 
commercial  banks;  and  everybody  would  be  playing  on  the  so-called 
level  playing  field.  I  think  Congress  has  done  a  good  job,  a  very  ag- 
gressive job  in  developing  the  level-playing  field.  But  it  is  very  ob- 
vious that  we  still  don't  nave  it  at  this  particular  point,  even  with 
deregulating  interest  on  checking  accounts,  because  we  still  have 
some  inequities  there. 

That  is  the  fastest  5  minutes  I  have  seen  in  my  life. 

But  anyway,  this  is  the  point.  Let  me,  if  I  might,  just  very  quick- 
ly ask,  do  I  understand  from  any  of  the  four  of  you  that  you  don't 
want  further  deregulation? 

Nobody  wants  that.  All  right. 

So  Mr.  Brooks,  I  didn't  hear  from  you. 

Mr.  Brooks.  You  said  we  don't  want  further  deregulation? 

Mr.  Barnard.  No,  I  didn't  Bay  that.  I  said  I  don't  interpret  from 
any  of  you  that  you  don't  want  to  continue  to  deregulate  toward 
free  enterprise,  through  the  level-playing  field. 

In  other  words,  you  want  to  be  able  to  do  everything  that  every- 
body else  does. 

Mr.  Brooks.  We  are  not  opposed  to  the  level-playing  field,  Mr. 
Barnard,  and  let  me  say  a  word  about  the  service  corporations. 

It  is  true  we  have  that.  We  don't  object  to  the  bankers  having 
the  service  corporation.  It  is  limited  as  you  know.  It  is  3  percent  of 
our  assets.  On  the  other  side  you  talked  about  the  asset  side  of  our 
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balance  sheet;  we  are  limited  as  we  all  know  to  10  percent  of  com- 
mercial loans,  30  percent  commercial,  5  percent  on  open  account  to 
the  builder,  40  percent  on  nonresidential  loans,  and  we  could  go  on. 
There  are  inequities,  yes,  sir;  but  if  we  are  going  to  move  to  deregu- 
lation, let's  do  it  and  get  on  with  it.  That  is  what  is  happening  and 
we  have  come  a  long  way;  let's  go  the  rest  of  the  way. 

Mr.  Barnard.  How  fast  do  you  think  we  need  to  do  that? 

Mr.  Brooks.  I  think  that  we  should  move  very  quickly. 

There  is  one  caveat;  we  are  concerned  about  the  passbook  area.  I 
know  that  the  small  depositor  might  have  a  problem  there,  but  the 
committee  may  want  to  look  at  that  particular  part  of  it,  maybe  on 
the  same  schedule  the  DIOC  has  set. 

I  know  it  is  inequitable,  Mr.  Chairman,  to  the  small  depositor, 
but  at  the  same  time,  in  the  savings  and  loan  business  there  are 
about  15  percent  of  deposits  in  passbooks  and  NOW  accounts.  I  am 
just  saying  you  may  want  to  take  a  look  at  that  and  see  what  the 
impact  will  be. 

Mr.  Barnard.  Thank  you  very  much. 

Chairman  St  Germain.  Mr.  Wylie. 

Mr.  Wylie.  Thank  you,  Mr.  Chairman. 

Mr.  Estep,  I  cannot  let  your  statement  about  IMP  go  unchal- 
lenged either.  That  issue  really  had  nothing  to  do  with  the  hear- 
ings this  morning  before  us  but  it  did  get  a  little  sand  in  the  air  as 
far  as  I  am  concerned. 

I  just  happen  to  have  an  editorial  here  before  me  which  says  it 
better  than  I  can.  It  is  from  the  Scripps-Howard  newspaper  that 
says  while  the  administration  fiddled  a  strange  liberal-conservative 
bedfellowship  arose  to  oppose  the  IMF  bill  as  a  bailout  for  big 
banks  that  had  made  imprudent  loans.  In  their  eagerness  to  bash 
the  banks,  critics  overlook  the  fact  that  the  banks  were  prodded  by 
their  governments  to  extend  lending  to  poor  countries  to  assist 
them  with  the  oil  price  boost  of  1973  and  1974. 

Going  to  the  bottom,  "Somehow  or  other,  the  IMP  loan  may  sur- 
vive despite  its  friends  and  foes  making  the  international  and  U.S. 
economies  somewhat  more  secure." 

I  have  called  it  a  jobs  bill  in  my  statement  on  the  floor. 

As  one  of  those  who  was  a  strong  supporter  of  it,  as  I  say,  I  felt  I 
would  be  remiss  if  I  did  not  observe  that.  So  I  would  associate 
myself  with  those  observations  made  in  the  editorial  if  you  please. 

I  would  like  to  ask  a  question  of  you. 

On  page  2  of  Mr.  Lawton's  statement  he  says, 

It  was  the  unanimous  view  of  the  committee  members  that  the  longstanding  pro- 
hibition on  payment  of  interest  on  demand  deposits  can  no  longer  be  justified  in 
light  of  today's  deregulated  banking  environment.  We  believe  that  small  businesses 
and  consumers  throughout  the  nation  should  have  the  same  opportunity  to  earn  in- 
terest on  their  transaction  accounts  that  is  currently  available  to  large  corporations 
and  sophisticated  investors. 

Now,  this  has  been  alluded  to  by  others  but  I  would  like  to  go 
back  at  it  because  repetition  serves  to  add  emphasis. 

Mr.  Lawton  then  goes  on  to  suggest  that  the  impact  of  this 
change  could  be  cushioned  as  I,  too,  suggested.  Is  there  anything 
unreasonable  about  that  position? 

Mr.  Estep.  Again,  we  are  pointing  out  that  all  the  deregulating 
that  has  taken  place  up  to  now  has  been  on  the  liabilities  side.  U 
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we  are  going  to  consider  further  increase  in  costs  then  considera- 
tion should  also  be  taken  in  somehow  allowing  us  to  increase  the 
income  side  rather  than  dropping  it  all  in  the  interest  area. 

In  other  words,  in  the  loan  area. 

Mr.  Wylie.  What  do  you  think  about  phasing  it  in  over  a  period 
of  time? 

Mr.  Estep.  That  would  help.  Definitely  that  would  help. 

Mr.  Wylie.  How  about  interest  on  reserves? 

Mr.  Estep.  That  would  help,  too.  That  would  increase  an  income 
area  that  would  help  offset. 

Mr.  Wylie.  Would  you  support  the  bill  if  it  had  something  like 
that  in  it? 

Mr.  Estep.  We  operate  just  like  the  Congress  through  a  series  of 
committees.  We  would  take  it  back  to  our  committees  and  I  am  not 
in  a  position  to  express  a  definite  statement  on  that  for  the  organi- 
zation. 

Mr.  Wylie.  I  have  a  viceral  sense  that  that  might  not  even  be 
enough  then. 

Mr.  Estep.  I  would  think  that  we  would  have  to  look  at  the 
amount,  what  we  are  talking  about. 

Mr.  Wylie.  Mr.  McClellan,  on  page  7  you  state  that: 

Payment  of  interest  on  demand  deposits  could  threaten  the  safety  and  soundness 
of  the  banking  system  or  impose  a  disproportionate  share  of  the  adjustment  burden 
on  some  groups  of  bank  customers  such  as  small  business,  consumer,  and  agricultur- 
al borrowers. 

Does  the  present  arrangement  not  force  depositors  who  receive 
no  interest  to  bear  a  disproportionate  burden  because  they  are  sub- 
sidizing borrowers? 

Mr.  McClellan.  Yes,  sir,  not  as  disproportionate  as  it  was  before 
the  passage  of  Garn-St  Germain,  I  think,  but  I  have  to  agree,  they 
are  subsidizing  the  borrowers.  That  is  an  unfortunate  situation. 
But  it  just  speaks  to  the  need  to  do  something  for  the  commercial 
banking  industry  to  permit  them  to  generate  revenues  from  other 
sources  so  that  it  does  not  have  to  follow  that  when  we  raise  the 
rates  of  interest  that  we  pay  to  all  classes  of  depositors,  that  we 
have  to  recover  that  from  the  borrowers. 

Mr.  Wylie.  Mr.  Estep,  you  state  on  page  2: 

It  would  be  wrong  to  believe  that  such  action  will  provide  a  net  benefit  to  small 
business.  Business  checking  deregulation  will  be  a  zero-sum  game  in  which  credit 
users  will  pay  for  the  new  benefits  accruing  to  cash-rich  businesses,  and  in  which 
the  prevailing  cost  of  credit  to  all  borrowers  must  increase. 

Is  there  no  benefit  to  providing  an  incentive  to  businesses  to 
maintain  cash  balances  and  reduce  their  dependence  on  borrowing 
by  paying  interest  on  their  business  demand  accounts? 

Mr.  Estep.  I  think  that  you  will  find  that  the  business  can  better 
use  the  cash  in  their  own  operation  rather  than  to  collect  it  for  the 
purpose  of  accruing  interest  on  their  checking  account. 

What  we  are  saying  is  that  the  cost  will  be  spread  to  the  borrow- 
ers and  that  in  the  case  of  the  small  businessman  he  is  both  a  bor- 
rower and  maintainer  of  a  checking  account. 

Mr.  Wylie.  Well,  what  is  the  justification  for  it?  I  would  have  to 
say  that  a  business  or  corporation  might  want  to  have  the  option 
as  to  whether  they  would  put  their  money  together  in  an  interest- 
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bearing  account  or  whether  they  would  want  to  invest  it  back  in 
the  business. 

At  the  present  time  they  really  do  not  have  that  option.  That  is 
the  point  I  wanted  to  make  there. 

I  have  been  given  a  note  that  my  time  has  expired,  but  what  is 
the  justification,  assuming  it  is  a  zero-sum  game  as  you  put  it,  for 
subsidizing  one  class  of  customers  or  borrowers  at  the  expense  of 
another? 

Mr.  McClellan  commented  on  that  a  little  earlier. 

Mr.  Estep.  I  believe  that  the  small  businessman  does  have  a 
choice  now  in  investing.  He  can  go  into  a  money  market  account 
and  transfer  funds  to  his  checking  as  they  are  needed.  He  does 
earn  a  market  rate  of  interest  on  that  money  market  account.  The 
effort  is  really  not  that  great  for  him  to  utilize  his  funds  to  earn 
some  interest. 

Mr.  Wylie.  He  would  have  a  little  bit  more  flexibility  though  if 
this  bill  passed,  I  think.  Is  that  fair? 

Mr.  Estep.  It  would — time  would  tell  actually. 

Mr.  Wylie.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Vento. 

Mr.  Vento.  Thank  you,  Mr.  Chairman. 

Mr.  McClellan,  I  read  your  testimony  and  listened  to  the  ex- 
change with  the  chairman  but  I  think  one  of  the  elements  that 
might  be  missing  in  this  discussion  is  that  we  are  learning  about 
the  other  limitations  that  existed  in  Regulation  Q  and  so  on,  and 
other  limits  on  what  privileges  are  offered  or  benefits,  more  pre- 
cisely, to  consumers.  In  this  case  small  businesses  because  they  are 
excluded,  have  a  way  of  working  themselves  outside  of  the  main 
channels  of  the  financial  institutions  as  they  exist. 

That  is  to  say  if  we  don't  permit  small  businesses  to  function 
within  or  through  your  institutions  we  are  going  to  find  that  they 
are  going  to  be  out  putting  the  money  into  money  markets  and  into 
other  instruments  that  obtain  the  interest  rate  that  you  are  reluc- 
tant to  provide. 

Really,  that  represents  I  suppose  the  worst  problem  that  we 
might  have.  We  have  had  this  tremendous  growth  in  money 
market  certificates.  Recently  some  of  that  was  brought  back  into 
the  traditional  financial  institution.  We  have  a  significant  segment 
here  that  is  still  outside  the  arena  of  these  institutions.  I  find  it 
rather  interesting  that  you  suggest,  well,  we  really  don't  want  this 
but  we  will  accept  it  if  you  give  us  one,  two,  three  and  four. 

Well,  doesn't  that  concern  the  small  independent  banks  at  all  or 
ABA  at  all,  that  this  phenomenon  may  well  repeat  itself?  That  if 
you  don't  provide  a  marketing  instrument  to  give  interest  on  this  it 
will  be  provided  outside  of  financial  institutions? 

Mr.  McClellan.  Mr.  Vento,  I  believe  the  money  market  deposit 
account  is  meeting  that  need  of  competition  with  the  money 
market  mutual  fund.  As  Mr.  Wylie  suggested,  perhaps  it  is  only  a 
matter  of  degree,  that  there  should  probably  be  a  little  more  flexi- 
bility for  the  depositor. 

But  as  it  is  now,  depositors  may  come  in  as  many  times  during 
the  month  as  they  wish  and  transfer  money  either  into  or  out  of 
their  money  market  deposit  account. 
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So  there  is  a  large  degree  of  flexibility  and  it  does  meet  a  need  of 
the  small  businessman.  It  is  where  the  amounts  drop  below  $2,500 
that  the  gap  exists. 

Mr.  Vento.  I  am  aware  that  you  offer  those  instruments. 

Chairman  St  Germain.  Mr.  Vento,  I  would  point  out  that  on  the 
money  market  deposit  account  they  are  restricted  to  three  checks  a 
month. 

Mr.  McClellan.  Those  are  checks,  yes. 

Chairman  St  Germain.  Checks,  yes. 

Mr.  Vento.  One  of  the  other  benefits  glossed  over  here  is  the  fact 
that  it  is  likely  that  you  would  see  an  increase  in  the  amount  of 
deposits  in  a  demand  account  because  it  would  be  permissible  to 
pay  interest.  Wouldn't  that  be  a  naturally  occurring  phenomenon. 
It  doesn't  seem  to  be  a  great  leap  of  faith  to  make  that  assumption. 
Would  you  assume  that,  Mr.  McClellan? 

Mr.  McClellan.  No,  sir,  I  wouldn't  make  that  assumption.  I 
think  you  are  talking  about  smaller  depositors'  balances  that 
would  be  deregulated.  The  larger  depositors  we  have  pretty  well 
captured  through  the  use  of  the  money  market  deposit  acocunt. 

Mr.  Vento.  Have  you  noticed  growth  in  demand  deposits  for  con- 
sumers in  the  nonprofit  sense,  in  the  sense  that  you  are  permitted 
to  pay  interest  or  not? 

Mr.  McClellan.  Non-interest-bearing  demand  deposits  have  held 
fairly  level  in  our  institution  over  the  last  year.  They  have  pretty 
well  leveled  out. 

Mr.  Vento.  How  about  total  industry  experience?  I  don't  know 
it.  You  are  the  experts  up  here.  Anyone  care  to  offer  any  insight  to 
the  committee  on  that? 

Mr.  McClellan.  The  industry  has  shown  that  demand  deposits 
within  the  commercial  banking  industry  have  stayed  fairly  level. 

Mr.  Vento.  What  was  happening  before  then? 

Mr.  McClellan.  They  were  declining. 

Mr.  Vento.  So  in  other  words  you  think  that  may  be — it  is  too 
Boon  to  get  that  type  of  information.  It  would  seem  to  me  that — 
does  anyone  disagree  with  that  at  the  table?  That  they  are  not  de- 
clining any  longer,  they  have  leveled  off? 

All  right. 

Obviously  what  has  happened,  Mr.  Chairman,  and  others,  that 
there  is  an  attempt  to  take  an  issue  that  could  be  relatively  non- 
controversial  and  make  it  much  more  controversial.  I  am  con- 
cerned about  that,  not  that  there  are  not  legitimate  concerns  to  be 
considered,  but  I  think  we  are  dragging  in  a  lot  of  things  that  have 
no  easy  solution  as  near  as  I  can  see. 

I  think  you  will  find  all  spectrums  of  opinion.  I  hope  we  can  re- 
solve that.  It  seems  to  me  that  small  businesses  are  already  paying 
whatever  the  market  rate  is  for  this  and  they  end  up  paying  the 
higher  rates  attributed  to  the  bank  that  demand  deposits  receive 
some  interest  and  yet  they  benefit  from  none  of  the  particular  free- 
dom. 

That  is  a  basic  question  of  equity,  I  think,  that  has  not  been  re- 
solved here  and  should  be.  There  are  other  positive  aspects  that  I 
had  indicated,  irrespective.  Maybe  the  reason  they  have  leveled  off 
is  because  of  this  particular  segment. 
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I  would  like  more  precise  figures  and  information  with  regards  to 
that  as  to  what  has  been  happening  with  small  business  and  non- 
eligible  accounts  for  interest  on  demand  deposits.  I  think  there  is  a 
benefit  there  that  some  members  of  the  panel  are  apparently  not 
aware  of  at  this  time  or  the  information  is  not  available. 

So  I  hope  we  could  have  more  specific  information ,  on  that,  Mr. 
Chairman. 

Mr.  McClellan.  Mr.  Chairman,  we  will  make  an  effort  to  pro- 
vide you  with  that  information. 

Chairman  St  Germain.  I  think  Mr.  Vento  made  a  very  meaning- 
ful observation  and  that  was  that  we  have  a  relatively  simple  issue. 
It  is  a  matter  of  equity.  We  are  finding  the  majority  of  people  feel 
that  way.  Yet  there  is  an  attempt,  as  you  say,  to  cloud  the  issue  by 
introducing  so  many  other  factors. 

The  chair  is  going  to  remember  that  in  the  future.  Maybe  one  of 
these  days  the  ABA  will  need  something  they  think  is  comparative- 
ly simple  and  I  will  look  at  it  and  say  yes,  that  might  be  compara- 
tively simple,  however,  let's  load  it  up.  Keep  that  in  mind. 

Mr.  Patman. 

Mr.  Patman.  Thank  you,  Mr.  Chairman. 

Mr.  McClellan,  you  in  essence  don't  believe  that  the  small  deposi- 
tor is  going  to  receive  any  benefit  from  being  allowed  to  receive  in- 
terest on  his  accounts  of  $2,500  and  less,  is  that  true? 

Mr.  McClellan.  No,  sir.  I  believe  there  is  some  benefit  to  the 
smaller  depositor. 

Mr.  Patman.  Don't  you  think  he  will  have  additional  charges 
placed  upon  him  of  some  type,  checks  per  month  or  something  of 
that  nature  that  will  take  away  the  benefit  conferred  on  him  by 
this  bill? 

Mr.  McClellan.  Mr.  Patman,  as  an  operator  of  a  commercial 
bank  I  have  a  responsibility  to  keep  it  at  a  certain  level  of  profit. 
There  is  no  free  lunch.  If  my  expenses  go  up  in  one  area  I  have  to 
force  myself  to  find  areas  of  revenue  to  cover  those  expenses  be- 
cause in  this  capitalistic  system  we  have  people  who  have  invested 
in  our  financial  institution  and  we  have  a  certain  level  of  return 
on  that  investment  that  the  market  dictates  must  be  maintained 
over  a  given  period  of  time. 

Admittedly  for  short  spans  of  time  that  return  on  equity  can  de- 
cline, but  if  it  remains  at  a  below  market  level  for  a  period  of  time, 


money  will  move  away  from  us. 
Mr.  Patman.  I  don  t  disi 


t  dispute  what  you  are  saying,  I  just  wanted 

to  ask  you  a  few  things  about  the  practical  effect  of  this  and  the 
need,  actually. 

There  is  no  shortage  of  investment  opportunities  for  surplus  cash 
in  small  amounts  in  banks  or  other  places,  is  there?  That  is,  sav- 
ings bonds,  small  CD's,  things  of  that  nature? 

If  the  person  didn't  need  the  money  in  the  savings  account  he 
wouldn't  have  a  problem  of  finding  a  way  to  put  it  to  work? 

Mr.  McClellan.  Absolutely  not.  Within  5  minutes  he  can  get  it 
somewhere  else. 

Mr.  Patman.  You  mentioned  a  third  of  your  portfolio  is  in  resi- 
dential mortgages.  Do  you  mean  long-term  mortgages? 

Mr.  McClellan.  Yes,  sir,  20-,  25-,  30-year  fixed-rate  commit- 
ments. 
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Mr.  Patman.  In  your  own  community? 

Mr.  McClellan.  Yes. 

Mr.  Patman.  Not  through  GNMA  purchases  and  things  of  that 
nature? 

Mr.  McClellan.  No,  sir,  we  have  been  a  net  seller,  not  an  ac- 
quirer. 

Mr.  Patman.  I  suppose  one  effect  of  this  would  be  that  there 
would  be  a  demand  for  payment  of  interest  on  escrow  accounts  and 
things  of  that  nature;  do  you  think  that  is  a  fair  statement? 

Mr.  McClellan.  There  is  already  that  requirement  in  our  State, 
the  State  statute  requires  that  in  Wisconsin. 

Mr.  Patman.  That  is  not  necessarily  true  in  all  the  other  49 
States,  I  guess. 

Mr.  McClellan.  I  understand  that  is  correct. 

Mr.  Patman.  Thank  you,  Mr.  Chairman. 

That  is  all  I  have  unless  one  of  the  other  witnesses  would  like  to 
comment  on  the  questions  I  posed  to  Mr.  McClellan. 

Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Dreier. 

Mr.  Dreier.  Thank  you,  Mr.  Chairman. 

During  the  distinguished  minority  member's  time  he  had  ex- 
tended a  question  to  Mr.  Estep  that  I  think  we  should  try  to  get  an 
answer  to.  I  am  very  supportive  of  this  concept  contingent  of 
course  upon  the  legislation  introduced  by  my  good  friend  from 
Georgia  relative  to  interest  on  reserves.  I  am  curious  to  know,  Mr. 
Estep,  we  didn't  get  a  firm  answer  as  to  what  your  feeling  is  about 
the  concept  of  interest  on  reserves. 

Mr.  Estep.  I  do  think  that  it  would  be  helpful,  sir.  I  think  the 
impact  is  going  to  vary  from  bank  to  bank.  In  my  case  the  reserves 
that  we  maintain  with  the  Federal  Reserve  do  not  in  any  way 
equate  to  the  demand  deposits  which  might  move  into  an  interest- 
bearing  state  and,  therefore,  the  interest  income  would  not  be  a 
material  offset  to  the  cost. 

However,  this  will  vary  from  bank  to  bank.  I  do  think  that  it  is  a 
step  in  the  right  direction. 

Mr.  Dreier.  You  have  another  supporter  here,  Mr.  Barnard.  I 
would  like  to  ask  Mr.  Lawton,  last  week  before  this  subcommittee 
Mr.  Healey,  speaking  in  behalf  of  DIDC,  talked  about  the  fact  that 
any  loss  of  earnings  due  to  this  proposal  certainly  could  be  made 
up  by  not  providing  any  free  services,  some  of  the  free  services 
which  are  now  provided. 

I  wonder  what  your  comments  are  on  that? 

Mr.  Lawton.  Well,  as  far  as  our  institutions  are  concerned,  Mr. 
Dreier,  I  don't  think  we  would  be  eliminating  any  free  services  by 
adding  this  particular  type  of  deposit.  I  cannot  speak  for  commer- 
cial banks,  but  our  institutions,  sir,  are  used  to  paying  interest  on 
deposits.  We  have  always  paid  interest  on  deposits.  So  I  don't  see 
any  reason  why  we  would  eliminate  free  services. 

Mr.  Dreier.  Are  there  any  of  you  other  gentlemen  who  care  to 
respond  to  Mr.  Healey's  comment? 

Mr.  Brooks.  We  would  be  in  the  same  category,  Mr.  Dreier,  in 
the  area  of  free  services. 

I  think  that  if  we  were  allowed  to  have  a  completely  deregulated 
demand  account,  of  course,  that  would  certainly  help  a  lot  of  our 
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customers  who  would  like  to  do  business  from  that  point  of  view 
with  us,  and  we  would  continue  to  serve  them  as  we  serve  them 
now. 

We  have  not  been  charging  for  various  activities  other  than 
maybe  on  a  returned  check  or  something  of  that  kind. 

Mr.  Dreier.  Mr.  McClellan? 

Mr.  McClellan.  Well,  I  think  we  have  an  issue  here  of  compar- 
ing apples  to  oranges  to  some  degree  when  you  are  talking  about  a 
mutually  structured  organization  versus  a  stock  organization.  You 
are  talking  about  a  capital  requirements  differential  between  one 
industry  and  another  industry.  You  take  a  mutually  structured  in- 
dustry that  is  permitted  to  exist  on  equity-type  reserves  approxi- 
mating 3  percent  of  total  assets,  and  compare  it  to  a  stock-oriented 
industry  where  the  bulk  of  the  members  of  the  industry  are  re- 
quired to  keep  6,  7,  8  percent  of  their  assets  in  equity-type  of 
money;  and  then  compare  a  return  on  those  funds  and  there  seems 
to  be  some  sort  of  an  inequity  there. 

That  is  part  of  what  we  are  talking  about.  Many  mutual  organi- 
zations have  already  indicated  that  they  are  going  to  be  marginally 
profitable  if  at  all  for  1983. 

That  wouldn't  be  an  acceptable  situation  for  the  commercial 
banking  industry. 

If  we  declined  into  a  situation  of  that  sort  you  would  create  a 
mass  exodus  of  investors  from  the  commercial  banks. 

Mr.  Lawton.  May  I  respond  to  that,  Mr.  Dreier? 

Mr.  Dreier.  Surely. 

Mr.  Lawton.  Mr.  McClellan  is  forgetting  that  there  is  a  stock 
segment  of  the  savings  and  loan  industry. 

Mr.  Dreier.  Right. 

Mr.  Lawton.  From  your  State  there  are  many  stock  savings  and 
loans. 

Mr.  Dreier.  Yes. 

Mr.  Lawton.  I  think  that  to  say  we  are  not  concerned  about 
equity  is  incorrect.  I  think  that  speaking  on  behalf  of  our  stock  in- 
stitutions I  have  had  no  objection  whatsoever  voiced  from  any 
stock,  large  or  small,  to  this  bdl. 

Mr.  Dreier.  I  think  our  independent  bankers  would  like  to  make 
a  statement,  too. 

Mr.  Estep.  Yes,  I  would,  Mr.  Dreier. 

I  think  the  other  thing  you  have  to  look  at  is  the  percentage  of 
their  deposits  which  would  be  subject  to  interest.  In  other  words, 
that  are  demand  deposits. 

The  banking  industry  has  a  far  larger  percentage  of  deposits 
which  will  be  subject  to  this  interest  change.  Therefore,  our  cost- 
percentage  increase  will  be  far  larger  than  what  they  have.  In 
looking  at  how  that  impacts  our  bottom  line,  you  have  to  take  that 
into  effect.  It  may  be  that  it  is  necessary  for  the  banks  to  raise 
their  income  higher  than  the  mutual  savings  or  the  thrift  institu- 
tions. 

The  original  question  was  free  services.  We  may  be  able  to  pro- 
vide some  free  services  based  on  that.  The  banks  would  have  an- 
other problem. 

I  wanted  to  make  one  quick  comment  in  the  fact  that  they  were 
used  to  paying  interest  on  deposits. 
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I  have  been  in  the  banking  business  since  1964  and  I  think  we 
have  paid  interest  on  deposits  for  all  of  that  time  and  a  good 
number  of  years  prior  to  that. 

So  1  think  the  banking  industry  is  also  interested  in  that. 

I  would  like  to,  if  I  may,  comment  on  the  IMF.  That  question 

Mr.  Dreier.  My  time  has  expired.  If  the  chairman  would  like  to 
ask  about  the  IMF,  he  may  or  may  not. 

Chairman  St  Germain.  We  will  go  to  Mr.  Carper  and  if  we  have 
some  time  left,  we  will  go  back  to  Mr.  Estop. 

Mr.  Carper.  Thank  you,  Mr.  Chairman. 

I  would  just  like  to  express  to  each  member  of  the  panel  this 
morning  my  gratitude  for  your  testimony.  It  has  been  helpful  to 
me  in  terms  of  understanding  the  merits  and  perhaps  demerits  of 
the  legislation  we  are  talking  about. 

I  would  like  to  get  down  to  some  very,  very  basic  questions  just 
to  make  sure  that  I  understand  some  positions  regarding  equity 
that  you  may  have. 

Mr.  McClellan,  I  would  just  ask  you  to  again  explain,  describe  for 
me  the  universe  of  people  or  groups  who  stand  to  benefit  from  pro- 
vision of  H.R.  3535  whereby  the  prohibition  would  be  eliminated 
against  paying  interest  on  demand  deposits.  Just  who  will  benefit? 
Who  will  benefit  by  eliminating  that? 

Mr.  McClellan.  Well,  in  our  bank  about  16  percent  of  our  depos- 
its are  in  non-interest-bearing  demand  deposits.  A  certain  percent- 
age of  those  depositors  would  benefit  to  some  extent. 

I  would  have  to  analyze  the  composition  of  it  but  included  in 
those  depositors  are  some  individuals  who  like  to  keep,  $25,000, 
$50,000,  $100,000  in  a  non-interest-bearing  demand  deposit. 

They  don't  represent  a  large  group,  but  there  are  some  of  them. 

Then  we  have  the  smaller  depositors  that  would  benefit  perhaps 
somewhat,  although  our  personal  accounts,  with  minimum  bal- 
ances of  $500  or  less,  are  really  on  a  break-even  basis,  so  the  serv- 
ice charge  just  about  would  eat  up  any  interest  that  they  would  re- 
ceive. 

Mr.  Carper.  Why  should  this  group  that  you  have  described  not 
be  entitled  to  the  benefit  that  this  legislation  would  provide  to 
them,  philosophically?  Why  should  they  not  be  entitled  to  that 
benefit? 

Mr.  McClellan.  Sir,  I  think  I  have  been  consistent  in  my  posi- 
tion on  this.  We  agree  they  are  entitled  to  that.  They  are  bearing  a 
disproportionate  share  of  the  cost  of  borrowers. 

I  don't  question  that  philosophical  position  at  all. 

What  we  say  though  is  that  it  would  harm  the  borrowers  that 
come  from  the  consumer  group,  the  agricultural  group,  the  small 
business  group,  if  they  have  to  bear  the  entire  cost  of  our  paying 
that  interest.  What  we  are  asking  for  is  some  concurrent  opportu- 
nity to  be  able  to  generate  revenues  from  sources  other  than  loans, 
opportunities  in  order  to  reduce  the  impact  of  paying  that  higher 
interest,  so  that  we  don't  have  to  rely  solely  on  raising  the  rates  of 
interest  to  those  sensitive  groups  in  order  to  recoup  it. 

Mr.  Carper.  Again,  if  I  could  just  explore  this  a  bit  further,  why 
should  this  group  of  individuals  who  are  not  now  benefiting  to  the 
extent  they  are  getting  interest  on  their  deposits,  why  should  they 
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subsidize  the  interest  rates  for  other  borrowers?  I  am  still  not  quite 
clear  on  that. 

Mr.  McClellan.  We  are  suggesting  that  if  this  legislation  pro- 
ceeds, concurrent  with  it  should  be  legislation  to  permit  us  to  find 
other  sources  of  revenue  in  order  to  cover  the  cost. 

Mr.  Carper.  Other  than  simply  increasing  loan  rates? 

Mr.  McClellan.  Yes,  sir. 

Mr.  Carper.  Again  give  me  a  couple  examples  of  what  you  would 
like  to  see. 

Mr.  McClellan.  We  would  like  to  see  an  opportunity  to  get  in- 
volved in  insurance  brokerage.  We  would  like  to  have  the  opportu- 
nity to  get  involved  in  real  estate  development  and  brokerage. 

We  would  like  to  be  able  to  do  some  securities  brokerage.  All  of 
these  generate  fee-types  of  income  and  are  not  interest-types  of 
income.  They  fit  very  nicely  into  the  present  configuration  of  per- 
sonnel that  we  have  in  our  banks. 

Mr.  Carper.  Mr.  Estep,  would  you  care  to  comment? 

Mr.  Estep.  Yes;  I  would,  Mr.  Carper. 

I  believe  you  will  find  that  the  small  depositor  who  is  also  the 
borrower — be  he  an  individual  or  small  businessman — will  actually 
have  a  net  increase  in  his  costs  if  H.R.  3535  as  it  is  now  structured 


The  reason  is  because  his  smaller  checking  account  will  not  re- 
ceive enough  interest  to  offset  whatever  increase  in  the  cost  of  his 
borrowing  requirements  would  be.  Obviously  there  may  be  one  in- 
dividual that  this  doesn't  affect,  there  may  be  another  individual 
that  is  overaffected  by  this. 

But  on  the  whole,  on  the  average  that  this  will  be  the  result  to 
the  small  checking  account  customer. 

I  really  think  that  if  H.R.  3535  as  it  is  now  structured  passes,  the 
major  beneficiary  of  the  bill  will  be  the  savings  and  loans  because 
they  will  then  have  one  more  banking  power  which  they  do  not 
now  have,  and  as  I  said  earlier,  at  the  detriment  really  in  my  opin- 
ion of  the  small  checking  account  customer. 

Mr.  Carper.  My  time  has  expired. 

Thank  you,  gentlemen. 

Chairman  St  Germain.  I  think  Mr.  Brooks  wants  to  comment  on 
that  last  frame. 

Mr.  Brooks.  A  major  benefit  to  savings  and  loans?  I  would  like 
to  talk  about  that,  I  thought  the  major  benefit  was  to  the  consum- 
er; isn't  that  the  thrust  of  the  bill? 

Chairman  St  Germain.  That  was  the  intent  of  the  sponsor,  the 
author  of  the  legislation,  to  benefit  depositors,  not  to  benefit  any 
segment  of  the  industry  because  obviously  it  consists  of  a  cost  to  all 
segments  of  the  financial  industry  if  they  all  have  to  pay  interest 
on  these. 

Mr.  Brooks.  I  would  like  to  comment  if  I  could,  Mr.  Chairman, 
on  a  response  made  by  one  of  my  banking  colleagues  about  the  fact 
that  you  couldn't  compare  mutuals  to  stocks. 

If  the  mutuals  have  such  an  advantage,  why  is  there  such  a  rush 
of  conversion  from  mutuals  to  stocks,  speaking  of  the  savings  and 
loans.  Also  they  said  we  had  around  3  percent  reserves  and  that  is 
probably  true,  but  the  law  says  that  it  can  be  between  3  percent 
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and  6  percent.  The  regulators  can  require  that  and  we  have  to 
come  up  with  it. 

So  it  is  no  bed  of  roses  being  a  mutual  either.  As  far  as  the 
answer  to  your  question,  Mr.  Carper,  I  would  say  it  is  a  part  of  de- 
regulation and  let's  get  on  with  it. 

Chairman  St  Germain.  Mr.  McClellan,  you  don't  have  anybody 
working  in  your  bank  who  could  cut  hair?  You  could  ask  for  a 
barber  shop  for  those  who  come  in  so  they  can  get  their  hair  cut 
while  they  were  waiting  for  their  loan.  You  threw  everything  into 
the  pot  of  preconditions  for  this  legislation,  why  not  put  in  a  shoe- 
shine,  barber  shop,  good  heavens.  Why  stop  there? 

Mr.  McClellan.  Mr.  Chairman,  I  guess  in  the  final  analysis  I 
cannot  disagree  with  that  statement.  I  think  it  would  be  nice  if  we 
were  deregulated  to  the  point  where  each  entrepreneur  had  the  op- 
portunity to  pick  and  choose  among  what  services  they  wish  to 
offer. 

Chairman  St  Germain.  How  about  the  depositors'  insurance 
rate?  The  deposit  insurance  rate  would  have  to  change,  wouldn't  it, 
to  be  consistent  with  the  exposure? 

Mr.  McClellan.  Absolutely,  sir. 

Chairman  St  Germain.  You  remember  the  REIT's? 

Mr.  McClellan.  Yes,  sir.  I  support  the  concept  that  regulators 
should  come  in  and  have  the  opportunity  to  evaluate  the  risk  and 
assign  a 

Chairman  St  Germain.  Different  rate? 

Mr.  McClellan  [continuing].  Different  rate  for  greater  risk. 

Chairman  St  Germain.  We  are  in  agreement  on  something. 

Gentlemen,  we  are  truly  grateful.  We  certainly  will  have  addi- 
tional questions  that  we  will  submit  to  you. 

Chairman  St  Germain.  I  hope  there  will  be  a  meeting  of  the 
minds  before  the  end  of  this  century  amongst  the  groups  represent- 
ed at  the  table  this  morning.  Again  we  thank  you  all  for  your  par- 
ticipation and  we  will  be  in  recess  until  Thursday  morning. 

[Whereupon,  at  11:55  a.m.,  the  subcommittee  was  adjourned,  to 
reconvene  at  10  a.m.  on  Thursday,  October  6,  1983.] 

[The  following  letters,  dated  October  20,  1983,  were  sent  to  Wit- 
nesses McClellan,  Bstap,  Lawton,  and  Brooks,  and  appear  with  the 
responding  letters  of  these  witnesses:] 
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Mr.  Rowland  3.  McClellan 
American  Bankers  Association 
1120  Connecticut  Ave,  N.W. 
Washington,  D.C.  20036 

□ear  Mr.  MeClellani 

On  behalf  ol  the  Subcommittee,  1  want  to  express  my  appreciation  lor  your 
testimony  on  October  6,  19(3  relating  to  H.R.  3939,  the  Demand  Deposit  Equity  Act  ol 
1913,  which  would  authorize  all  depository  institutions  to  otler  interest  bearing  demand 
deposits.  As  1  stated  during  the  hearing,  time  would  not  permit  all  questions  to  be  asked 
and  accordingly,  your  written  responses  to  the  (allowing  questions  would  be  appreciated. 

1.  In  his  testimony,  Assistant  Secretary  of  the  Treasury  Healey  provided  DIDC 
n  the  effect  of  permitting  the  payment  of  Interest  on  demand 
t._  f,.r.^-  .._:_.....-*. —  '"Merest  en  demand  deposits  would  reduce 
me  earnings  ox  commercial  oanto  oy  9  to  10  percent  of  their  pre-tax  earnings. 
However,  on  page  8  of  your  testimony,  you  state  that  the  potential  increase  in 
these  costs  to  be  roughly  between  30  to  100  per  cent  of  the  pre-tax  income  of 
commercial  banks.   Please  explain  the  large  discrepancies  in  these  estimates. 

You  have  urged  this  subcommittee  to  consider  requiring  the  payment  of 
interest  on  reserves  on  ail  required  reserve  balances  which  depository 
institutions  hold  at  the  Federal  Reserve.  This  would  result  in  decreased 
Treasury  revenues  and  an  increase  in  the  federal  deficit.   Assuming  that  you 
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Concerning  the  issue  of  money  brokerage,  a  suggestion  by  Chairman  Issac  of 
FDIC  In  his  October  3, 1983  response  to  my  inquiry  would  be  to  realign  the 
current  Federal  Deposit  Insurance  amounts  and  coverage  to  help  impose  more 
market  discipline.  He  states  that  perhaps  brokered  funds  ought  to  be 
uninsured,  or  that  brokers  should  be  treated  as  principals  for  purposes  of  the 
$100,000  insurance  limit.   Please  comment  on  these  suggestions. 

e  would  appreciate  your  responses  by 
Sincerely, 
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November  2,    1983 


The  Honorable  Fernand  J.   St  Germain, 
Chairman 

Subcommittee  on  Financial  Institutions 
Supervision,  Regulation  and  Insurance 
on  Banking,   Finance  and  Urban 

1,  D.C.     20515 

ear  Congresanan  St  Cnrmain: 

am  pleased  to  provide  the  following  responses  to  the  questions  vilich  you 
uhmitted  following  Rowland  ►KClellan's  testimony  before  ■ 
n  October  6,   1983. 


y.  Assistant  Secretary  of  the  Treasury  Healey  provided  DIDC 
e  effect  of  permitting  the  payment  of  interest  on  demand 
DTCC  estimates  that  interest  on  demand  deposits  w>uld  reduce 
commercial  banks  by  5  to  10  percent  of  their  pre-tax 


expense  that  would  result  from  p 

three  hypothetical  banks  that  have  been  constricted  to  be  typical  of  banks 

of  their  size.     Some  of  this  increase  in  interest  expense  will  be  offset  in 

Assistant  Secretary  of  Treasury  Healy.     The  estimates  cited  by  Assistant 

impact  of  the  increase  in  interest  expense.      In  other  words,   Assistant 
Secretary  Healy  has  assuned  that  banks  will   take  steps  to  increase  revenues 
■     ■      ■  ssigna- 
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datd  needed  to  make  reliable  est 
testimony  indicates  that  the  inc 
of  interest  on  demand  deposits  w 
borrowers,  especially  if  it  occu 


atypical   in  this  regard. 


e  urged  this  siijccnmtttee  to  consider   rehiring  the  payment  of 
t  on  reserves  on  all  required  reserve  balances  which  depository 
tions  hold  at  the  federal  Reserve.     This  mold  result  in  decreased 
y  revenues  and  an  Increase  in  the  federal  deficit.     Assuming  that  you 
in  favor  of  an  increase  in  the  deficit,  what  additional  tax  measures 
aase  in  current  expenditures  do  you  r 


Our  Association  is  greatly  concern 
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credit  to  finance  current  and  projected  deficits 
rates  beyond  the  level  that  irost  private  and 
iild  be  willing  and  able  to  pay.     The  governnent, 
e  its  deficit  significantly  if  the  recovery  is  to 


Excessive  levels  of  government  spending  appropriate  real   resources  tl 
are  needed  for  private  sector  investment  growth.     The  growth  of 
spending  must  be  curtailed  if  recovery  is  to  proceed. 


a  or  by  cutting  expenditure 


log  incentives  b 


Bankers  believe  that  expenditure  cuts  should  be  used  to  reduce  budget 
deficits  and  to  promote  stable  economic  growth.     All  sectors  of 
expenditures  should  be  candidates  for  reduction. 

Question  3 

Concerning  the  Issue  of  money  brokerage,  a  suggestion  by  chairman  Issac  of 
PDIC  in  his  October  3,  1983  response  to  my  inquiry  would  be  to  realign  the 
current  Federal  Deposit  insurance  anoints  and  coverage  to  help  impose  more 
market  discipline,  he  states  that  perhaps  brokered  funds  ought  to  be 
uninsured,  or  that  brokers  should  be  treated  as  principals  for  purposes  of 
the  S100,000   insurance  limit.      Please  consent  on  these  suggestions. 


On  the  sifcject  of  brokered  deposits,  our  Association  has  traditionally  taken 
the  view  that  money  brokers  serve  several  useful  and  legitimate  purposes  in 
providing  an  additional  source  of  liquidity  to  the  banking  Industry.     He 
nevertheless  share  the  concerns  raised  by  chairman  Isaac  with  regard  to  two 
possible  abuses  of  the  deposit  insurance  system  engaged  In  by  money  brokers. 
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First,   It  appears  that  seme  money  brokers  ace  actively  seeking  out  problem 
institutions  In  order  to  take  advantage  of  tile   institutions'   difficulties  by 
westing  the  highest  possible  rate  of  Interest  from  them  for  brokered 
deposits.     Me  believe  that  the  action  taken  by  the  FD1C  last  week  to 
prohibit  banks  newly  rated  3,  4  or  5  frcoi  accepting  brokered  deposits 
without  the  prior  approval  of  the  Corporation  should  effectively  end  this 
abuse.     Although  we  support  this  action  of  the  PDIC  as  an  appropriate  use  o£ 
Its  enforcement  authority,  we  are  encouraging  the  Corporation  to  flexibly 

banks  that  night  benefit  from  it. 

The  second  possible  abuse  practiced  by  some  money  brokers  Is  the  splitting 
of  large  deposits  into  5100,000  multiples  for  deposit  at  several   financial 
Institutions  in  order  to  get  full  deposit  insurance  coverage  for  the  entire 
amount.     While  this  practice  has  long  been  common  among  Individual  large 
depositors,  i*en  engaged  in  on  a  large  scale  by  professional  brokers,  it 
appears  to  evade  the  purposes  of  the  deposit   Insurance  limit.     Our 
Association  Is  studying  several  possible  solutions  to  the  problem  and  has 
not  yet  reached  any  consensus  on  the  most  practical  answer. 

Oialman  Isaac's  proposal  Co  deny  deposit  Insurance  to  brokered  deposits  or 
to  treat  brokers  as  principals  for  deposit  Insurance  purposes  has  several 
drawbacks,     tanks  maintain  many  types  of  accounts  in  large  denominations 
that  receive  deposit  insurance  based  on  the  pro  rate  shares  of  the  several 
individuals  that  have  legal   Interest  In  the  accounts.     Pension  funds,  trust 
funds,  escrow  accounts,  and  custodial  accounts  are  but  sane  of  these 


multipl 


the  deposit  insurance  presently  available  on  these  traditional 


:oncern  with  the  Chairman's  proposal  lies  In  the  difficulty  of 
mt.     The  FDIC  has  no  direct  jurisdiction  over  money  broker*  and  may 
ifficult  to  Identify  deposits  they  have  placed  on  a  bank's  books 
bank's  own  records.     This  problem  will  be  exacerbated  by  the  fact 
a  are  required,  under  TEFRA,  to  maintain  the  none  and  taxpayer 
ation  nuober  of  their  depositors  on  their  accounts,  not  the  names 
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U.S.  HOUSE  OF  REPRESENTATIVES 

SUBCOMMTTTB  ON  FINANCIAL  INSTITUTIONS 
SUfQWlSIUN.  REGULATION  AND  INSURANCE 


Mr.  Noel  R.  Esiep 

Independent  Banker]  Association  of  Anuria 
1623  Massachusetts  Ave,  N.V,  Suite  203 
Washington,  D.C.  2003* 

Dear  Mr.  Estept 

On  behalf  of  the  Subcommittee,  1  want  to  express  my  appreciation  lor  your 
testimony  on  October  1,  19S3  relating  to  HJt.  3737,  the  Demand  Deposit  Equity  Act  of 
1913,  which  would  authorize  all  depositary  institutions  to  oiler  interest  bearing  demand 
deposits.   As  1  stated  during  the  hearing,  time  would  not  permit  all  questions  to  b*  asked 
and  accordingly,  your  written  responses  to  the  following  questions  would  be  appreciated. 

1.       In  your  testimony  you  state  that  the  D1DC  overstepped  its  statutory  authority 
when  it  authorized  the  brokering  of  CDs  and  other  depository  products,  and 
state  that  you  are  a  contributing  plaintiff  in  a  lawsuit  against 
Shearjon/ American  Express  and  other  securities  and  bank  defendants  involving 
this  Issue.  Please  provide  the  Subcommittee  with  an  update  on  the  current 
disposition  of  this  case,  and  explain  the  issues  and  arguments  raised  by  it. 


uninsured,  o   "~" 
$103,000  ins 
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You  have  urged  this  subcommittee  to  consider  requiring  the  payment  of 
interest  on  reserves  on  all  required  reserve  balances  which  depository 
institutions  hold  at  the  Federal  Reserve.  This  would  result  in  decreased 
Treasury  revenues  and  an  increase  in  the  federal  deficit.  Assuming  that  you 
are  not  in  favor  of  an  increase  in  the  deficit,  what  additional  t; 
jrrent  expenditures  do  you  recommend? 
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interpret,  and  it  deals  with  subject  matter  beyond  the  scope  of 
the  DIDC's  authority   The  suit  further  alleges  that  this 
deposit -brokering  activity  results  in  an  outflow  to  other 
states  of  deposits  which  would  otherwise  be  retained  at  Iowa 
depository  institutions  and  made  available  for  loans  to  Iowa 
borrowers   Without  the  authority  of  the  didc  press  release  and 
subsequent  rule,  such  deposit -talcing  by  the  defendants  would  be 
illegal. 

On  December  27,  1982,  the  defendants  filed  for  judgment  on 
the  pleadings  in  order  to  end  the  case.   They  offered  the 
following  reasons     II— the  issue  is  moot  since  the  statutory 
authority  for  All-Savers  Certificates  ended  on  December  31, 
1982;   (2) — the  State  of  Iowa  and  the  banking  trade 
associations  were  not  injured  and  accordingly  do  not  have 
standing  to  bring  the  action;  and,  13) — the  October  1  press 
release  was  valid. 

lefendants'  motion  on  July  26, 
defendants'  claims  as  follows: 
(1) — the  case  is  not  moot  due  to  the  expiration  of  All-Savers 
authority  because  the  DIDC  rule  applies  to  all  types  of 
deposits  and  the  defendants  have  continued  to  rely  on  it  to 
broker  all  types  of  certificates  of  deposit  and  cash  management 
accounts   12) — the  State  and  trade  associations  have  standing 
due  to  the  financial  and  competitive  injury  asserted  by  their 
member  banks   and   (3) — although  some  of  the  issues  regarding 
the  validity  of  the  DIDC's  rule  have  become  moot,  the  issue  of 
whether  the  rule  deals  with  subject  matter  beyond  the  authority 
of  the  DIDC  remains  a  proper  question  for  judicial 
determination. 

The  effect  of  the  Court's  ruling  not  only  keep  the 

original  issues  in  the  case  fully  alive,  but  clearly  broadens 

the  original  scope  to  encompass  the  legality  of  brokering  all 
types  of  deposits. 

2)   Although  the  IBAA  has  not  adopted  a  formal 
position  on  the  suggestions  put  forward  by  chairman  Isaac,  we 
share  his  deep  concern  regarding  the  impact  of  brokered  funds 
on  the  safety  and  soundness  of  banks  and  the  FDIC  insurance 
fund.   A  disturbing  number  of  recently-failed  banks  and  savings 
and  loans  have  turned  out  to  be  mere  shell*  with  hardly  any 
local  deposit  base   The  bulk  of  their  deposits  had  been  raised 
through  money  brokers — often  at  rates  far  above  the  going 
market  rate   These  brokered  deposits,  in  turn,  were  used  to 
finance  questionable  investments  while  maintaining  an  illusion 
of  financial  strength  and  growth.   Since  brokers  and  their 
customers  seek  the  highest  available  rates  and  feel  protected 
by  federal  deposit  insurance,  the  practice  of  deposit-brokerage 
encourages  a  breakdown  in  the  standards  of  normal  discipline  in 
the  deposit  marketplace.   Prudent  banks  are  undercut  by 
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reckless  competition,  and  the  FDIC  eventually  bears  the  brunt 
of  bailing  out  depositors  who  failed  to  exercise  reasonable 
care  that  their  funds  be  placed  in  well -managed  institutions. 

As  indicated  in  the  Iowa  lawsuit,  deposit  brokering  also 
has  the  serious  adverse  effect  of  siphoning  off  funds  that 
could  otherwise  be  used  for  local  reinvestment.   Currently, 
Merrill  Lynch  for  example  can  advertise  that  their  Cash 
Management  Accounts  are  "federally  insured    This,  of  course, 
is  only  indirectly  true  since  the  federal  insurance  is  actually 
that  of  the  bank  in  which  the  funds  are  placed   The  identity 
of  the  bank  or  the  fact  that  a  bank  relationship  exists  at  all 
is  unknown  to  the  typical  customer  who  is  given  the  impression 
that  funds  withdrawn  from  a  local  bonk  and  placed  into  a 
Merrill  Lynch  CMA-  are  somehow  equal  as  federally-insured 
■deposits."   This  also  has  the  obvious  effect  of  circumventing 
the  restrictions  on  interstate  deposit-taking,  since  banks  can 
not  engage  in  such  activity  directly. 

He  believe  that  Chairman  Isaac's  suggestions  hava 
considerable  merit,  and  should  be  actively  pursued  to  determine 
if  they  will  correct  the  current  problems  that 
deposit -broke ring  is  creating  within  the  banking  system. 

3)  According  to  current  Federal  Reserve  estimates, 
the  amount  of  reserve  balances  that  it  presently  holds 
generates  about  $2  billion  in  annual  revenues  that  would  be 
lost  to  the  Treasury  if  it  were  to  begin  paying  interest  on 
such  balances    As  indicated  in  Governor  Partee ' s  testimony 
before  your  committee  on  October  27,  1983,  a  sizable  part  of 
any  interest  paid  out  to  banks  and  thrifts  would  be  recaptured 
through  increased  tax  payments  by  those  institutions  and  their 
depositors.   The  payment  of  interest  on  required  reserves  would 
have  a  societal  benefit  by  increasing  the  flow  of  funds  through 
banks  and  helping  depositors  to  enjoy  the  maximum  benefit  of 
interest  rate  deregulation.   The  negative  impact  en  Treasury 
revenues  created  by  paying  interest  on  reserve  balances  could 
be  minimized  by  phasing  in  such  payments  over  a  period  of 
years.   All  of  these  actions  will  help  to  ease  the  impact  on 
the  federal  deficit,  although  they  may  not  offset  the  loss 
completely. 

You  ask  for  our  recommendations  for  decreasing  the 
deficit.   At  the  IBAA's  annual  Convention  in  March  of  1983,  a 
resolution  was  adopted  in  support  of  a  coordinated  national 
recovery  policy  looking  toward  a  balanced  budget.   We  endorsed 
a  careful  review  of  all  federal  expenditures  including 
entitlement  programs  and  defense  spending  as  areas  where 
reductions  might  be  made  to  better  the  balance  wi 


I  hope  that  these  answers  have  been  responsive  to  your 
inquiries.  It  was  my  pleasure  to  appear  as  a  witness  before 
your  Committee. 


<2-^ 


Noel    R.    Estep 
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U.S.  HOUSE  OF  REPRESENTATIVES 

5UBCOMWTTTE  ON  FWUUtClAL  INSTTTUTlOtlS 
SUPOWMON.  REGULATION  AND  INSURANCE 


Mr.  Richard  S.  Lawton 

National  Association  of  Mutual  Savings  Barks 
1101  IJth  Street,  N.W. 
Washington,  D.C.  ZOO0J 

On  behalf  of  the  Subcommittee,  1  want  to  express  my  appreciation  for  your 
testimony  on  October  1,  1983  relating  to  H.R.  393],  the  Demand  Deposit  Equity  Act  of 
ill  depository  institutions  to  offer  Interest  bearing  demanc 


1-       On  page  2  of  your  testimony,  you  state  the  unanimous  view  of  your  National 
Council  Committee  members  that  the  prohibition  on  the  payment  of  interest 
on  demand  deposits  can  no  longer  be  justified  In  light  o(  today's  deregulated 
banking  environment  and  Improved  regulatory  safeguards.   Please  describe  the 
"improved  regulatory  safeguards"  to  which  you  refer. 

2.  In  your  comments  with  respect  ta  the  issue  ol  reserve  treatment  in  the  DIDC 
bill,  you  state  on  page  I  of  your  testimony  that  the  DIDC  bill  may  be  creating 
a  remedy  more  troublesome  than  the  problem  It  seeks  to  resolve.   Please 
explain  more  fully  your  reasons  for  this  statement. 

3.  Beginning  on  page  3  of  your  testimony,  you  state  that  your  experience  with  tht 
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Concerning  the  issue  of  money  brokerage,  a  suggestion  by  Chairman  Issac  of 
the  FDIC  in  his  October  3,  1983  response  to  my  inquiry  would  be  to  realign  the 
current  Federal  Deposit  Insurance  amounts  and  coverage  to  help  Impose  more 
market  discipline.  He  states  that  perhaps  brokered  funds  ought  to  be 
uninsured,  or  that  brokers  should  be  treated  as  principals  for  purposes  of  the 
$100,000  insurance  limit.   Please  comment  on  these  suggestions. 

You  have  urged  this  subcommittee  to  consider  requiring  the  payment  of 
interest  on  reserves  on  all  required  reserve  balances  which  depository 
Institutions  hold  at  the  Federal  Reserve.  This  would  result  in  decreased 
Treasury  revenues  and  an  increase  in  the  federal  deficit.   Assuming  that  you 
are  not  in  favor  of  an  increase  in  the  deficit,  what  additional  t: 
decrease  in  current  expenditures  do  you  recommend? 
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Mr.  Richard  Still 

Coamlttee  on  Banking,  Finance 


In  response  to  the  Chairman's  letter  of  October  20 
Mr.  Richard  S.  Lavton,  please  find  enclosed  the  responses 
on  behalf  of  the  National  Council  of  Savings  Institutions. 


Vlce>resldent 


1101  Fifteenth  Street,  N.W.,Waskington,  D.C.  t 
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October  10,  1913 


of  Saving]  Institutions 
irk  Avenue,  N.W,  Suite  !( 
D.C. 200CC 


On  behalf  of  the  Subcommittee,  I  want  to  express  my  appreciation  for  your 
testimony  on  October  »,  19)3  relating  to  H.R.  3535,  the  Demand  Deposit  Equity  Act  of 
1983,  which  would  authorize  all  depository  inttltutjons  to  offer  interest  bearing  demand 
deposits.  At  I  stated  during  the  hearing,  time  would  not  permit  all  questions  to  be  asked 
and  accordingly,  your  written  responses  to  the  following  questions  would  be  appreciated. 

1.  On  page  S  of  your  prepared  statement  you 
deregulation  and  their  negative  impact  on 
Bankers  Association  end  the  DIDC  stall  hi 
resulting  casts  of  lilting  the  prohibitions  on  paying  Interest  en  demand 
deposits.  Please  comment  on  these  estimates. 

2.  On  page  1 1  ol  your  testimony,  you  express  concern  about  some  new  types  of 
"deals"  in  the  making  that  are  being  arranged  by  major  Vail  Street  brokerage 
firms  to  deliver  large  blocks  of  deposits  to  a  few  selected  banks  and  thrifts. 

operated  with  Pern  Square  and  other  smaller  financial  institutions.  Please 


■e  FD1C  in  his  October  3,  19(3  response  to  my  Inquiry  would  be  to 
current  Federal  Deposit  Insurance  amounts  and  coverage  to  help  in 
market  discipline.  He  states  that  perhaps  brokered  funds  ought  to 
uninsured,  or  that  brokers  should  be  treated  as  principals  for  purpo 
SlOQ.OOO  Insurance  limit.  Please  comment  on  these  suggestions. 
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You  have  urged  this  subcommittee  to  consider  requiring  the  payment  of 
Interest  on  reserves  on  ail  required  reserve  balances  whidi  depository 
institutions  hold  at  the  Federal  Reserve.  This  would  result  in  decreased 
Treasury  revenues  and  an  increase  in  the  federal  deficit.  Assuming  that  you 
are  not  in  favor  of  an  increase  in  the  deficit,  what  additional  tax  measures  or 
decrease  in  current  expenditures  do  you  recommend? 
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UNITED  STATES  LEAGUE  of  SAVINGS  INSTITUTIONS  » 


The  Honorable  Femand  St  Germain 
Chairman 

Subcomnittee  on  Financial  Institutions 
Supervision,  Regulation  and  Insurance 
Room  2129  Baybum  House  Office  Building 
Kiuhingtm,    D.  C.     10515 


On  behalf  of  our  witness,  fflwin  B.  Brooks,  Jr.  of  Ritiuiend, 
Virginia,  I  am  pleased  to  respond  to  your  letter  of  October  20 
and  the  four  questions/comments  contained  therein. 

Q*l    On  page  6  of  your  prepared  statement  you  discuss 
the  cost  effects  of  deregulation  and  their  negative 
impart  on  earnings.  Both  the  American  Bankers 
AsHcciaticn  and  the  Dire  staff  have  provided  estimates 
on  the  resulting  costs  of  lifting  the  prohibitions  on 
paying  interest  on  demand  deposits.     Please  cement  en 


A.l    Ihe  Eccnnsd.es  Department  of  the  U.  S.  League  1 
studied  the  American  Bankers  Association  and  the 

material  and  have  also  conducted  our  own  analysis  r 
the  subject.     Its  findings  are  as  follows: 
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1)  fflft  Testimony!  The  AEA  argues,  rattier 
inconclusively,  that  interest-tearing  checking 
accounts  would  severely  deplete  their  earnings  level. 
While  they  do  not  present  aggregate  industry  icpact 
figures,  they  do  put  forth  sane  estimated  of  how 
intereat  bearing  checking  accounts  would  have  reduced 
1982  pretax  earnings  by  23.41  to  113. 5%,  depending  an 
bank  size  and  nuntoer  of  accounts  paying  interest. 
These  estimates  appear  grossly  overstated.  While  we 
do  not  have  the  benefit  of  reviewing  the  H»'s 
documentation  for  their  analysis,  it  is  almost  certain 
that  their  methodology  is  flawed  in  that  their  figures 
do  not  take  into  account  the  fact  that.  In  1982,  banks 
were  already  paying  substantial  aicunts  of  interest  on 
their  demand  deposits  (i.e.,  NOW  accounts!.  Thus, 
they  are  double  counting  this  expense. 

Our  analysis  (see  attached),  taken  from  industry  ' 
aggregate  data,  indicates  that  the  static  effects  Of 
large  shifts  in  interest-bearing  checking  accounts 
would  not  be  as  severe  as  the  aba  has  indicated.  For 
example,  a  100%  shift  to  interest-bearing  checking 
would  reduce  earnings  for  small  banks  (those  with 
deposits  of  less  than  $50  million)  by  an  average  of 
42.351,  not  76.561  as  the  Am  states.  Furthermore,  we 
believe  the  analysis  demonstrates  that  banks  are  very 
well  prepared  financially  to  weather  reduced 
earnings — earnings  which  currently  are  extraordinarily 
high. 

2)  DIDC  Testimony  The  DICC  staff  analysis  on  this 
same  subject  is  inconclusive.  He  did  not  have  the 
background  material  to  fully  assess  their  week.  Their 
methodology  is  complex  and  highly  confusing  In  seme 
cases.  It  does  appear  highly  assumptive.  Therefore, 
no  detailed  analysis  of  the  DICC  testimony  was 

Our  economists  then  develcped  their  own  analysis  on 
the  impact  of  interest-bearing  demand  deposits  an 
commercial  banks  as  follows: 
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Determining  the  estimated  effects  of  interest-bearing 
check  ing  en  the  commercial  banking  industry ' e  per  f ormance 
required  the  construction  of  a  simple,    "mini"  model.     The  model 
nade  use  of  actual  aggregate  industry  data  as  contained  in  The 
Functional  Cost  Analysis,   a  nationwide  survey  program  conducted 
by  the  Federal  Reserve  Banks. 

*nte  model  allowed  for  a  formulation  of  balance  sheets, 
inccne  statements,  and  pertinent  ratios  for  banks  in  three 
separate  sice  categories.     Simulations  were  then  run  to 
determine  the  static  effects  of. increases  in  these  banks' 
interest-bearing  checking  volume.     That  is,   WW  volume  was 
simulated,   the  increase  in  interest  expenses  hbs  determined 
based  en  what  each  bank  category  actually  paid  KM  depositees 
in  1962.     This  increased  cost  to  banks  was  then  used  to 
recompute  net  earnings,  reductions  in  actual  capital  accounts 
and  the  key  ratios  for  the  industry.     The  results,  both  actual 
and  simulated,  are  shown  on  a  pre-tax  basis. 


s  are  static.    While  they  do  account  for  the 
implicit  costs  of  checking  accounts  (and  all  other  accounts  for 
that  matter),  no  attempt  was  made  to  reconstruct  implicit  coats 
when  banks  experienced  shifts  to  explicit  cost  checking 
accounts.     Because  of  this,   many  highly  expensive  checking 
account  costs  were  left  in  the  model  when  NOW  account  shifts 
were  simulated.     This  could  cause  an  overeo timet ion  bias 
because  Implicit  coat  reductions  resulting  from  standardization 
of  account  types  were  not  considered.     Likewise,   no  attempt  was 
made  to  include  the  possibility  of  higher  Interest  e 
resulting  from  rate  wars  and  oanpetiticn. 


The  actual  performance  for  average  banks  in  1962  is  shown 
in  the  first  table,     while  1982  proved  an  economic  disaster  for 
many  businesses,   ccmaercial  banks  fared  extraordinarily  well. 
Bet  pre-tax  earnings  ran  well  over  13t,  return  en  assets 
averaged  near  2*,   and  banks  finished  the  year  with  very 
comfortable  capital  adequacy  figures — between  8t  and  9%.     The 
point  to  be  made  here  is  that  .banks  weathered  the  recession  in 
fine  form  and  are  in  a  strong  financial  position  to  compete  for 
funds  in  a  deregulated  e 
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Deregulation  of  Interest-bearinci  Checking 

Table  2  shows  the  results  of  interest-tearing  checking  account  volume 
for  all  bank  sices.     Actual  simulations  covered  increases  in  HOW  volume 
(taken  In  the  context  of  regular  checking  accounts — both  household  and 
cmmercial)  at  all  levels  as  a  percentage  of  total  checking  volune.     For 
presentation  purposes,    increases  in  NOW  volume  of  40%,   75%  and  100%  of 
total  checking  account  volune  were  selected. 

Larger  banks,    in  excess  of  $200  million  in  deposits,  would  be  the 
institutions  to  suffer  the  most—however,    these  institutions  only 
represent  7%  of  all  conmercial  banks.     A  massive  shift  in  NOW  volune,   to 
the  point  where  100%  of  checking,  accounts  were  intereslHaaaring,  would 
result  in  a  decrease  of  61%  in  the  large  banka"   earnings  ratio.     Ehnller 
banks  would  suffer  less— those -in  the  S50  million  to  (200  Billion  in 
deposits  category  would-eee  earnings  drop  by  49%j   the  snallest  banka, 
below  £50  million  in  deposits,  would  experience  a  drop  of  43%. 

It  is  highly  unlikely  that  consercial  bonks  would  see  all  their 
checking  accounts  become  interest-bearing  when  these  accounts  become 
deregulated.     Many  customers  will  continue  opting  for  the  implicit  yield 
of  iiai interest-bearing  accounts  for  any  number  of  reasons  (convenience, 
more  service,  negligibility,   etc.).     Other  levels  of  NOT  account  volume 
were  therefore  calculated  and  the  results  are  shown  in  table  2.     Banks 
take  far  less  an  earnings  hit  under  these  scenarios. 

More  inportant  than  the  reduced  earnings  effects,  however,  is  the 
fact  that  banks  should  still  remain  very  profitable  given  any  level  of 
increase  in  NOW  activity.  A  summary  bar  chart  of  key  ratios  for  Brail 
hanks  amply  describes  this  conclusion. 
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Comoerc 

lal  Banks  In 

-bear 

ng 

Checking  Analyst 

Item 

Up  to  S50nm 

SbOmm  to  $200nm 

$200mi!tt 

1902  BAIAHCE  SHEET 

Total.  Average  Assets 

£10.12 

$136.84 

*726.92 

Total  Earning  Assets 

48 

131 

16 

693.04 

Total  Liabilities 

36 

53 

125 

28 

671.55 

Total  Chei*ir^ 

10 

01 

31 

00 

181.21 

Total  NOW  Chocking 

2 

75 

8 

12 

35.51 

Total  Capital 

3.60 

11.56 

55.37 

1982  DECM5  STATEMENT 

Gross,  Income 

|5.15 

117.35 

J92.15 

— Interest  Incase 

84 

16 

23 

B4 

97 

Total  Expenses 

30 

14 

88 

79 

74 

— Interest  Expense 

2 

33 

10 

10 

52 

02 

—HOW  Interest 

0 

14 

0 

1 

84 

MET  DEOME 

0 

85 

2 

47 

12.41 

KEY  RRTICS 

1.    Earnings/Gross  Income 

16.57* 

14.23% 

13.47t 

2 

RCAA 

2 

27 

1 

88 

1 

79 

3 

Capital  Adequacy 

34 

8 

81 

7 

99 

Int.   Inc. /Int.  Exp. 

170 

82 

73 

35 

5 

Yield/Cost  Spread 

5 

21 

68 

4 

75 

Checking/Tot.  Liabilitie 

s                    27 

25 

38 

26 

98 

7 

HOW  Chex/Total  Ches 

27 

25 

53 

19 

60 

B 

HOW  Int. /Tot.  Int. 

90 

4 

14 

54 

9 

HOW  Yield  to  Custoner 

5 

05 

5 

15 

5 

19 

Source:     Functional  Coet  Analysis  (PKB). 
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The  fallowing  results) 
Gross  Incase 

— Interest  Incoos 


— Interest  Expense  3.20 
— SOU  Interest  -  0.51 
NET  HEC*B                      -  0.49 

Giving  the  following  ratioei 

1.  Eamings/GroBo  Incone  9.45* 

2.  BOM  1.27 

3.  Capital  Adequacy  8.39 

4.  Int.  Inc. /Int.  Exp.  151.23 

5.  Yield/Coat  Spread  4.26 

6.  (CM  Int./Tot.  Int.  15.81 


The  following  results: 

areas  Incone  £5.15 
—Interest  Incone  4.84 
Total  Expenses  4.54 
— Interest  Expense  3.07 
—WOW  Interest  0.38 
NET  IK»E  0.61 

Giving  the  following  ratios: 

1.  Earnings/Gross  Income  11.901 

2.  BCAA  1.S9 

3.  Capital  adequacy  8.72 

4.  Int.  Inc. /Int.  Exp.  157.45 

5.  Yield/Cost  Spread  4.59 

6.  tCW  Int./TOt.  Int.                   '  12.34 


100.00% 

100.00% 

*17.35 

(92.15 

16.23 

84.97 

16.10 

87.31 

11.32 

59.5F" 

1.64 

9.41 

1.25 

4.84 

7.20% 

5.26% 

0.95 

0.70 

7.88 

6.90 

143.40 

142.61 

3.75 

3.66 

14.48 

15.79 

(117.35 

(92.15 

16.23 

84.97 

15.69 

84.95 

10.91 

57.23 

1.23 

7.06 

1.66 

7.20 

8.19 

7.24 

148.79 

149.47 

4.06 

4.00 

11.26 

12.33 
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Up  to  «50sm       $ 

50m  to  S200ara 

$2COn>4- 

SWJWTED  RATIOS 

C:     NOW  volune  ailof 

total  checking 

49.00% 

40.001 

40.001 

The  following  results i 

Gross  Income 

55.15 

417.35 

*92.15 

— Interest  Income 

4. EM 

16.23 

B4.97 

Total  Expenses 

4.36 

15.11 

81.66 

— Interest  Expense 

2.89 

53.94 

— NOW  Interest 

0.20 

0.66 

3.76 

— tier  fflccte 

0.79 

2.23 

10.49 

Giving  the  following  ratios: 

1.     Earnings/Gross  Income 

lb. 34% 

12.87t 

11.381 

2.     ROM 

2.05       . 

1.70 

1.51 

3.     Capital  Adequacy 

9. IS 

8.63 

7.71 

4.     Int.   Inc. /Int.  Exp. 

167.08 

157.04 

157.53 

5.    Yield/Cost  Spread 

5.05 

4.49 

4.48 

6.     HON  Int. /Tot.  Int. 

6.99 

6.34 

6.98 
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BANK  RATIOS:  NOW  Account  Volume 


For  Bunk.  Up  To  |SOMM  DipeiKi 
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Q.2  On  page  11  of  your  testimony,  you  eqtna  concern  about 
sane  new  types  of  "amis"  in  the  making  that  are  being  arranged 
by  major  Hall  Street  brokerage  firms  to  deliver  large  blacks  of 
deposits  to  a  few  selected  banks  and  thrifts.  These 
arranganenta  are  apparently  quite  different  from  the  way  brokers 
have  operated  with  Penn  Square  and  other  smaller  financial 
institutions.  Please  describe  these  arrangements  and  what  you 
feel  should  be  done  about  them. 

A.2  Dean  Witter  Financial  Services,  Prudential-Bache  Securities 
and  Merrill  Lynch  are  among  the  major  brokerage  firms  which  have 
introduced  options  to  their  cash  management  or  asset  management 
accounts  which  permit  customers  to  invest  through  them  in  Msney 
tlarket  Deposit  Accounts  or  Super  HOW  accounts  at 
federally- insured  depository  institutions.  The  reason  for 
adding  this  option  was  stated  clearly  by  a  Merrill  Lynch 
official  quoted  in  Leonard  Sloane's  "Your  Money"  column  in  the 
October  19,  1983  Hew  York  Times  (copy  attached).  Said  this 
official i 

"Even  though  we  have  a  Government  securities  fund.  Which  is 
about  as  safe  as  you  can  get,  our  clioits  indicated  to  us 
that  the  FDIC  and  FSLIC  labels  mean  something  to  them." 

Typically,  a  brokerage  firm  might  work  with  more  than  one 
depository  institution  as  the  recipient  of  brokered  deposits  of 
the  brokerage  firm's  cash  management  account  customers.  In  the 
case  of  Dean  Witter  Financial  Services,  however,  the  brokerage 
firm  is  a  unit  of  Sears,  Roebuck  &  Co.,  which  owns  Allstate 
Savings  and  loan  Association,  headquartered  in  Glendale, 
California.  Hence,  Allstate  presumably  is  the  principal 
depository  of  the  brokered  funds. 

Brokerage  firm  interest  in  acting  as  placers  of  cash  management 
account  assets  in  depository  institutions  was  heightened  by  the 
Depository  Institutions  Deregulation  Committee  actions  of 
September  30,  which  will  phase  down  minimum  balance  requirements 
on  Super  tKW,  Maney  Market  Deposit  and  7-31-day  accounts.  Almost 
immediately  after  those  actions,  we  began  receiving  information 
from  member  institutions  1A10  were  being  approached  by  brokerage 
firms  as  possible  participants  in  such  deposit  brokerage 
activities.  Concern  has  been  expressed  by  seme  institutions 
that  this  deposit  brokerage  activity  has  the  potential  to 
seriously  disrupt  traditional  deposit  flows,  draining  funds  from 
smaller  institutions  .to  Larger  ones,  and  moving  significant 
blocks  of  funds  out  of  certain  geographical  regions  in  favor  of 
others,  tliereby  straining  the  available  lending  capital  pools  in 
the  former  regions. 
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A  brokerage  firm  enters  Into  an  arrangement  with  a 
depository  institution  [more  often  than  not,  a  number  of 
different  institutions,  both  comnercial  banks  and  savings 
institutions}  for  the  placement  of  cash  management  account 
customers'  funds,  ttie  arrangement  would  involve  tarn 
accounts  of  six  months,  one  year,  two  years,  or  10  years. 
A  13-year,  zero  coupon  instrument  might  bs  agreed  upon. 
Hhatsver  the  length  of  the  deposit  tern  agreed  upon,  the 
brokerage  firm  is  in  a  position  to  virtually  assure  the 
fund  will  remain  on  deposit  for  the  length  of  time  agreed 
upon  by  the  investor.  This  assurance  is  made  possible  by 
the  brokerage  firm,  which  agrees  to  make  a  secondary  market 
in  the  certificate  of  deposit.  Should  the  customer  wish  to 
withdraw  funds  before  the  original Ly-agreed-upon  time  to 
maturity,  the  brokerage  firm  produces  the  funds  for  the 
customer  through  the  sale  of  the  certificate  of  deposit  in 
the  secondary  market.  Because  the  brokerage  firm  is  able 
to  ensure  the  depository  institution  that  funds  will  retain 
on  deposit  until  maturity,  the  depository  is  in  a  position 
to  offer  higher  interest  rates  on  those  deposits. 

Bates  normally  would  be  established  by  the  brokerage  firm, 
with  the  concurrence  of  the  depository  institution,  'rtin 
brokerage  firm  and  the  depository  would  negotiate  a  "take 
down"  or  percentage  of  the  deposit  as  the  brokerage  firm's 
placement  fee.  Accounts  would  be  in  book-entry  form  only, 
with  the  brokerage  firm  listed  as  the  account's  trustee. 


The  U.S.  League  is  convening  a  meeting  of  i 
Restructuring  on  November  13  to  consider,  among  other  matters,  a 
variety  of  issues  regarding  brokered  deposit  practices.  If  a 
policy  recommendation  is  developed,  we  will  be  pleased  to  share 
it  with  your  Subcommittee,  without  delay. 

Q.3  Concerning  the  issue  of  money  brokerage,  a  suggestion  by 
Chairman  Isaac  of  the  FDIC  in  his  October  3,  1963  response  to  my 
inquiry  would  be  to  realign  the  current  Federal  Deposit 
Insurance  amounts  and  coverage  to  help  impose  more  market 
discipline.  He  states  that  perhaps  brokered  funds  ought  to  be 
uninsured,  or  that  brokers  should  be  treated  as  principals  for 
purposes  of  the  ±100,000  insurance  limit.  Please  comment  on 
these  suggestions. 
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ft-  3     Although  the  U.S.  League  la  concerned  about  abuses  in  the 
area  of  funds  brokering,   as  hoo  reflected  in  our  testimony,  our 
policy-making  apparatus  has  not  yet  formulated  any  specific 
recomnendationa  concerning  now  to  deal  with  thia  ermplicated 
issue.    He  expect,  however,  that  our  Ccuaittee  on  Industry 
Restructuring  will  take  the  natter  up  in  the  near  future  in  the 
contert  of  faahioning  a  response  to  the  Advance  Notice  of 
Proponed  Rulemaking  that  the  FHLBB  and  FDIC  recently  issued  with 
respect  to  money  brokerage.    As  you  know,   those  agencies,   in 
connection  with  the  Notice,  asked  for  public  cement  on  an 
wrtenaive  series  of  question*  aimed  at  virtually  every  facet  of 
the  brokered  funds  issue,   including  the  insurance  coverage 
suggestions  made  by  Chairman  Isaac  in  his  October  3 
coraiunieation.     He  would  be  pleased  to  provide  you  with  whatever 
reuuuua  jdatione  on  those  suggestions  emerge  from  the  Cecal  ttee ' s 
deliberations. 

Q.4    You  have  urged  this  subcemmittee  to  consider  requiring  the 
payment  of  interest  on  reserves  on  all  required  reserve  balances 
which  depository  institutions  hold  at  the  Federal  Reserve,     nils 
would  result  in  decreased  Treasury  revenues  and  an  increase  In 
the  federal  deficit.     Assuming  that  you  are  not  in  favor  of  an 
increase  in  the  deficit,  what  additional  tax  measures  or 
decrease  in  current  expenditures  do  you  recommend? 

A  .4     The  U.S.  League  recognises  that  the  magnitude  of  the 
present  federal  deficit  is  a  serious  concern  to  Hedoers  of  the 
Subcotaiittee  and  the  American  people.     Until  that  deficit  is 
reduced  significantly  it  may  be  premature  to  consider  a  general 
structural  change  in  the  administration  of  required  reserve 
balances  In  the  Federal  Reserve  Banks.      The  System,  of  course, 
generates  income  on  required  and  sterile  reserve  balances  Which, 
in  turn.    Is  remitted  (after  operational  expanses)   to  the 
Treasury.    Under  the  budgeting  practices  of  the  Federal 
Government,   these  contributions  from  the  Federal  Reserve  Systran 
are  recorded  as  "receipts".     Thus,   a  switch  to  a  system  of 
interest-paying  reserves  will  reduce  receipts  and  could  add  to 
the  deficit  between  receipts  and  expenditures. 

Therefore,  in  advocating  payment  of  interest  on  reserves,  Mr. 
Brooks  indicated  that  this  should  be  done  "eventually".  While 
we  believe  the  viability  of  depository  institutions  would  be 
enhanced,  and  thus  the' general  financial  market  improved,  were 
Congreas  to  authorize;  the  payment  of  interest  en  all  HOT  and 
demand  deposit  reserves,  we  understand  that  any  drain  on  the 
Treasury  makes  this  change  difficult  in  the  present  budgetary 
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This  completes  the  responses  of  Che  U.S.  League  to  your  thoughtful 
and  welcome  questions  for  the  record.  He  appreciated  this  opportunity  to 
augment  the  views  expressed  by  Mr.  Brooks  during  his  appearance  October  4 
before  your  distinguished  panel. 
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THE  DEMAND  DEPOSIT  EQUITY  ACT  OF  1983 


THURSDAY,  OCTOBER  6,  1983 

House  of  Representatives, 
Subcommittee  on  Financial  Institutions, 
Supervision,  Regulation  and  Insurance, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  D.C 

The  subcommittee  met,  pursuant  to  call,  at  10  a.m.,  in  room 
2128,  Rayburn  House  Office  Building,  Hon.  Fernand  J.  St  Germain 
(chairman  of  the  subcommittee)  presiding. 

Present:  Representatives  St  Germain,  Annunzio,  Barnard,  Oakar, 
Vento,  Schumer,  Neal,  Carper,  Leach,  McKinney,  and  McCollum. 

Chairman  St  Germain.  Today  we  continue  the  subcommittee's 
hearings  on  legislation  authorizing  all  depository  institutions  to 
offer  interest  bearing  demand  deposits  and  concerning  the  need  to 
regulate  the  activities  of  money  brokers. 

Our  witnesses  today  include  representatives  of  consumer  bank- 
ers, small  businesses,  retired  people,  and  consumer  groups.  I  recall 
well,  as  I  am  sure  we  all  do,  the  critically  important  role  the  Gray 
Panthers  representing  retired  people  played  in  the  early  days  of  ac- 
count deregulation.  As  on  that  occasion,  the  testimony  of  our  wit- 
nesses today  will  have  an  important  bearing  on  the  outcome  of  this 
legislation.  We  will  conclude  our  hearings  later  this  month  with 
the  testimony  of  the  Federal  regulators. 

I  think  it  important,  at  this  point,  to  comment  on  the  myth  that 
two  of  Tuesday's  witnesses  tried  to  perpetrate  in  opposition  to  in- 
terest on  demand  deposits.  This  is  the  myth  that  deregulation  leads 
to  higher  loan  interest  rates. 

Deregulation  does  not  cause  higher  loan  rates.  High  expected  in- 
flation and  tight  money  cause  all  interest  rates  to  rise.  Deregula- 
tion simply  enables  market  interest  rates  to  be  earned  on  deposit 
accounts  of  whatever  kind. 

Interest  rate  ceilings  were  not  a  problem  before  the  high  infla- 
tion rates  of  the  late  1970' s  and  the  tight  money  policies  of  recent 
years.  To  those  who  would  oppose  interest  on  demand  deposits 
claiming,  as  several  witnesses  did  Tuesday,  that  it  would  increase 
loan  rates,  I  say  go  back  and  look  at  the  record.  Was  it  deregula- 
tion that  caused  consumer  and  business  loan,  mortgage  and  Bond 
rates  to  rise  to  record  levels  in  1982?  If  so,  then  you  must  credit 
deregulation  with  the  declines  in  rates  since  then. 

But  this  makes  no  sense,  does  it?  It  makes  no  sense  because  we 

know  the  cause  of  high  interest  rates  in  recent  years — the  tight 

money  and  expansive  fiscal  policies  of  the  Reagan  administration 

and  the  Federal  Reserve.  What  does  make  sense  is  deregulating  de- 
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posit  accounts  so  a  fair  return  can  be  earned  by  small  businesses 
and  households  regardless  of  the  prevailing  state  of  monetary  and 
fiscal  policies.  It  does  make  sense  to  eliminate  the  need  for  deposi- 
tory institutions  to  compete  by  offering  implicit  and  difficult-to- 
measure  services  which  are  an  expense  to  the  institution  and  are 
undeniably  reflected  in  the  cost  of  funds  to  borrowers.  What  does 
make  sense  is  what  we  are  trying  to  do  in  H.R.  3535,  the  Demand 
Deposit  Equity  Act — bring  an  end  to  hide-and-seek  pricing  and 
enable  the  small  businessman  and  consumer  to  earn  a  fair  and  ex- 
plicit return  on  their  demand  deposits. 

Our  first  witness  this  morning  is  James  D.  Rode,  representing 
the  Consumer  Bankers  Association.  Your  entire  prepared  state- 
ment will  be  included  in  the  record.  You  may  proceed. 

Mr.  McKinney.  Mr.  Chairman? 

Chairman  St  Germain.  Mr.  McKinney. 

Mr.  McKinney.  I  listened  with  interest  to  your  list  of  the  causes 
of  high  interest,  and  with  all  due  respect,  you  left  one  out.  It  is 
called  human  greed. 

Chairman  St  Germain.  The  Chair  would  find  that  hard  to  argue 
with. 

Mr.  Neal.  Mr.  Chairman? 

Chairman  St  Germain.  Ms.  Oakar  first. 

Ms.  Oakar.  Thank  you,  Mr.  Chairman. 

I  am  pleased  to  see  that  one  of  your  fine  witnesses  is  from  Cleve- 
land, Ohio,  and  with  one  of  the  largest  banks  in  our  State,  indeed 
in  the  Nation,  and  he  is  a  fine  representative.  We  are  glad  to  have 
Mr.  Rode  here.  Thank  you. 

Chairman  St  Germain.  Mr.  Neal. 

Mr.  Neal.  Mr.  Chairman,  I  certainly  agree  with  you  on  the  need 
for  deregulating  interest  rates.  But  I  also  respectfully  disagree  on 
one  aspect  of  the  cause  of  high  interest  rates. 

You  say  in  your  statement  that  tight  money  causes  high  interest 
rates,  tight  money  along  with  high  expected  inflation.  It  seems  to 
me  those  are  incompatible.  If  we  have  rather  restrained  money,  the 
expectation  of  inflation  will  be  down.  If  we  have  relatively  loose 
money,  the  expectation  will  be — and  the  historical  record  will 

Chairman  St  Germain.  The  Chair  would  be  happy  to  debate  that 
with  the  gentleman  same  time  when  we  don't  have  witnesses  wait- 
ing. I  think  I  am  as  right  as  you  on  that  one. 

Mr.  Neal.  I  would  be  happy  to  debate  that. 

STATEMENT  OF  JAMES  D.  RODE,  SENIOR  EXECUTIVE  VICE 
PRESIDENT,  AMERITRUST  CO.,  CLEVELAND,  OHIO,  AND  CHAIR- 
MAN OF  CONSUMER  BANKERS  ASSOCIATION'S  GOVERNMENT 
RELATIONS  COMMITTEE,  MEMBER  OF  THE  CBA  BOARD  OF  DI- 
RECTORS, REPRESENTING  THE  CONSUMER  BANKERS  ASSOCI- 
ATION 

Mr.  Rode.  Thank  you,  Mr.  Chairman. 

I  am  James  D.  Rode,  senior  executive  vice  president  of  the 
AmeriTrust  Co.  of  Cleveland,  Ohio.  I  am  also  the  chairman  of  the 
Government  relations  committee  and  a  member  of  the  board  of  di- 
rectors of  the  Consumer  Bankers  Association,  CBA.  CBA  appreci- 
ates the  opportunity  to  present  its  views  on  H.R.  3535. 
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We  have  analyzed  the  bill  and  the  issues  it  raises.  We  believe 
that  legislation  addressing  these  issues  will  be  beneficial  for  the 
public,  particularly  individual  consumers  and  small  businesses,  and 
the  federally  regulated  financial  community. 

Your  bill  would  represent  another  important  step  in  the  evolu- 
tion of  parity  in  the  marketplace  among  various  providers  of  finan- 
cial services.  Because  it  will  move  us  closer  to  parity,  and  because 
this  parity  will  bring  substantial  competitive  benefits  to  the  mar- 
ketplace, we  enthusiastically  support  your  efforts  to  further  dereg- 
ulate deposit  account  rate  limitations. 

The  prohibition  on  the  payment  of  interest  on  demand  deposits 
no  longer  serves  the  original  goals  upon  which  it  had  been  predi- 
cated. Furthermore,  the  prohibition  is  being  circumvented  and  its 
effectiveness  undermined  by  developments  in  the  marketplace. 

Many  commercial  banks  pay  implicit  interest  in  the  form  of  re- 
lated services.  Services  commonly  provided,  either  without  direct 
charge  or  at  below  cost,  to  demand  deposit  customers,  include  ac- 
count reconciliation,  financial  accounting,  and  payroll  activities, 
check  collection  and  cash  management  services,  statement  prepara- 
tion and  other  deposit  related  accommodations.  For  many  users, 
the  value  of  these  services  would  approximate  what  would  be  paid 
if  a  direct  interest  payment  were  allowed. 

All  depositors  would  stand  to  gain  if  direct  interest  payments 
were  permitted.  Depositors  would  be  able  to  more  accurately  judge 
the  particular  benefits  offered  to  them.  At  the  same  time,  in  a 
market  rate  environment,  all  manner  of  financial  institutions  can 
effectively  compete  for  funds  and  small  institutions  can  attract  and 
retain  funds  in  local  communities  for  neighborhood  use  as  demon- 
strated by  the  money  market  deposit  account. 

Substantial  benefits  will  flow  to  small  businesses  and  consumers. 
The  primary  beneficiaries  of  H.R.  3535  would  be  consumers  and 
small  businesses.  Generally,  it  is  only  the  larger  corporations  that 
now  have  the  capability  to  achieve  a  market  or  near  market  rate  of 
return  on  unencumbered  funds.  This  action  would  allow  our  mem- 
bers to  provide  a  market  return  to  all  depositors,  while  enabling 
our  customers  to  more  directly  compare  the  value  of  a  particular 
financial  relationship. 

Competitive  equality  requires  the  enactment  of  H.R.  3535.  In 
1980,  Congress  mandated  the  gradual  removal  of  deposit  rate  limi- 
tations in  the  Depository  Institutions  Deregulation  and  Monetary 
Control  Act.  This  act  authorized  nationwide  NOW  accounts  and  es- 
tablished the  Depository  Institutions  Deregulation  Committee 
[DIDC]  to  implement  the  phased  removal  of  deposit  rate  limita- 
tions. 

The  DIDC  has  indicated  that  it  is  uncertain  as  to  its  authority 
and  has  requested  direction  from  Congress  with  regard  to  this  par- 
ticular issue.  H.R.  3535  would  serve  to  clarify  what  appears  to  be 
the  clear  intent  and  will  of  Congress.  It  would  promote  competitive 
equality  by  removing  one  of  the  remaining  limitations  on  insured 
depository  institutions  not  shared  by  the  money  market  funds.  This 
is  clearly  what  the  Garn-St  Germain  Act  was  intended  to  accom- 
plish. 

Mr.  Chairman,  at  the  request  of  the  DIDC,  you  and  Representa- 
tive Wylie  recently  introduced  an  alternative  bill,  H.R.  3895,  that 
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would  permit  the  payment  of  interest  on  transaction  accounts. 
Under  the  alternative  bill,  DIDC  would  be  granted  the  authority  to 
impose  a  minimum  balance  requirement.  The  CBA  would  not 
object  to  the  creation  of  a  new  business  transaction  account  with  a 
minimum  balance  requirement,  on  an  interim  basis.  Such  a  mini- 
mum balance  requirement  would  likely  make  the  new  account 
more  acceptable  to  smaller  financial  institutions. 

Another  alternative  that  would  accomplish  the  fundamental  ob- 
jectives of  H.R.  3535  and  ensure  that  the  operational  capabilities  of 
smaller  institutions  are  not  unduly  burdened,  would  be  to  provide 
the  authority  to  pay  interest  on  demand  deposits  in  a  phased  time- 
frame— as  outlined  in  our  written  testimony. 

H.R.  3535  does  not  threaten  the  safety  or  stability  of  banks  and 
thrifts.  With  regard  to  the  financial  impact  of  your  bill,  it  can  be 
projected  that  a  large  number  of  commercial  and  individual  deposi- 
tors will  use  market  rate  transaction  accounts  and  that  in  the  ag- 
gregate a  substantial  number  of  dollars  will  be  deposited  in  such 
accounts.  The  result  will  be  an  increase  in  the  costs  of  funds  to  fi- 
nancial institutions. 

It  does  not  follow,  however,  that  total  operating  costs  will  rise  by 
an  equal  amount  or  that  the  new  transaction  account  will  pose  a 
significant  threat  to  the  strength  of  our  financial  institutions.  Ac- 
commodations can  and  will  be  made  to  mitigate  the  financial 
impact,  and  we  believe  the  competitive  benefit  obtained  would  far 
outweigh  the  near-term  financial  impact. 

Interest  on  reserves  is  another  essential  complement.  Further 
protection  relative  to  any  potential  adverse  impact  on  the  stability 
of  the  financial  community  can  be  achieved  by  the  payment  of  in- 
terest on  federally  mandated  reserves.  Action  comparable  to  that 
contained  in  H.R.  1013,  introduced  by  Congressman  Barnard,  would 
deal  directly  with  this  issue.  CBA  would  strongly  urge  that  Con- 
gress concurrently  authorize  the  payment  of  interest  on  reserves  as 
a  complement  to  the  payment  of  interest  on  demand  deposit  ac- 
counts. 

You  have  requested  our  views  on  the  activities  of  money  brokers 
in  the  financial  marketplace.  CBA  recognizes  an  appropriate  role 
for  money  brokers  in  the  placement  of  institutional  deposits.  We  do 
share  your  concern  over  the  level  of  brokered  deposits  in  a  number 
of  financial  institutions  that  have  failed.  It  would  be  our  belief  that 
the  liability  or  deposit  composition  of  financial  institutions  will  be 
most  effectively  supervised  within  the  current  regulatory  frame- 
work. 

With  regard  to  the  money  brokers  who  are  not  currently  regulat- 
ed, we  agree  that  an  effort  should  be  made  to  determine  whether 
self-regulation  is  adequate  or  whether  a  more  formal  regulatory 
structure  is  advisable.  CBA  would  appreciate  the  opportunity  to 
work  with  Congress  or  the  Federal  regulatory  agencies  in  identify- 
ing an  appropriate  approach. 

In  conclusion,  allowing  financial  institutions  to  pay  interest  in 
cash  rather  than  in  kind  will  allow  the  market  to  work  with  bene- 
fit to  the  consumer,  to  the  business  community  and  to  the  financial 
community. 

H.R.  3535  is  in  accord  with  our  fundamental  position  that  parity 
among  all  providers  of  consumer  financial  products  is  required  and 
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that  all  types  of  financial  institutions  should  receive  competitive 
equality. 

Once  again,  Mr.  Chairman,  thank  you  for  providing  the  Consum- 
er Bankers  Association  with  the  opportunity  to  present  our  views 
on  this  important  issue,  and  I  would  be  happy  to  respond  to  any 
questions. 

[Letters  of  invitation  to  Mr.  Tidwell  of  the  Consumer  Bankers 
Association,  dated  September  16  and  September  23,  1983,  Mr.  Tid- 
well's  response,  dated  August  23,  1983  and  the  prepared  statement 
of  Mr.  Rode,  on  behalf  of  the  Consumer  Bankers  Association, 
follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Mr.  Drew  V.  Ticiwell 

The  Consumer  Bankers  Association 
1300  N.  17th  Street 
Arlington,  Virginia  22209 

Dew  Mr.  Tldwelli 

The  Subcommittee  on  Financial  Institutions  Supervision,  Regulation  and 
Insurance  will  commence  hearings  on  September  21  on  the  provisions  of  H M. 
3333,  the  Demand  Deposit  Equity  Act  ol  1913,  which  would  authorize  the 
payment  ol  Intereat  of  all  checking  account** 


Congress.  However,  authority  n 
corporations  has  been  questioned,  and  in  June  the  Depository  Institutions 
Deregulation  Committee  asked  the  Congress  to  specifically  authorize  ottering 
interest  bearing  demand  deposit  accounts  to  all  customers  Including  businesses. 


Subcommittee  In  its  consideration  ol  H.R.  3933.  Accordingly,  we  have 
scheduled  your  testimony  tor  lOtOO  ajn.  on  October  6  In  Room  2121  ol  the 
Raybum  House  Office  Building.  In  accordance  with  Committee  rules,  please 
deliver  130  copies  of  your  prepared  statement  24  hours  In  advance  of  your 
appearance  to  the  Subcommittee,  Room  B303  Raybum.  It  Is  also  requested  that 
your  limit  your  oral  testimony  to  10  minutes  to  enable  all  Subcommittee 
member)  sufficient  time  for  questioning.  Your  prepared  statement  will  be 
distributed  to  all  Member*  ol  the  Subcommittee  In  advance  of  the  hearing  and 
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U.S.  HOUSE  OF  REPRESENTATIVES 


September  13,  IMS 


Dear  Mr.  TidwelL. 


■■none,   t  .  ... 

deliberations  on  H.K.  3S3S,  the  Subcommittee  should  know  man  about  well 
activities.  Therefore,  In  addition  to  your  testimony  on  H.R.  353)  pursuant  to  my 
letter  o(  September  IS,  1983,  pleas*  provide  the  Subcommittee  with  your  views 
on  the  public  risks  and  benefits  associated  with  the  activities  of  money  brokers. 
A  copy  of  my  recant  letter  U  the  federal  regulatory  afsncie*  eoncarninf  money 
brokers,  and  related  material.  Is  enclosed  for  your  information. 
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The  Honorable  Pernand  J.  St.  Germain 
0.  S.  House  of  Representatives 
Washington,  DC     20515 

Dear  Kr.  Chairnan: 

He  understand  that  you  intend  to  schedule  hearings  during 
September  on  H.R.  353S,  the  "Demand  Deposit  Equity  Act  of  1983.' 
CBA  has  been  actively  involved  in  this  laaue  and  has  supported  the 
payment  of  interest  on  checking  accounts  in  various  comment 
letters  submitted  to  the  DIDC. 

Me  would  appreciate  the  opportunity  to  present  our  views 
at  these  hearings.  Your  consideration  of  this  request  is  very 
such  appreciated. 
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TESTIMONY  OP 

CONSUMER  BANKERS  ASSOCIATION 

BEFORE  THE 

COMMITTEE    ON   BANKING,    FINANCE  AND 

URBAN  AFFAIRS 

SUBCOMMITTEE    ON   FINANCIAL   INSTITUTIONS    SUPERVISION, 
REGULATION,    AND  INSURANCE 

UNITED   STATES   HOUSE   OF   REPRESENTATIVES 


PRESENTED   BY 
JAMES   D.    RODE 


October   6,    1983 
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testimony  of  the  consumer  bankers  association 

before  the 

committee  on  banking,  finance  and  urban  affairs 

subcommittee  on  financial  institutions  supervision, 

Regulations,  and  insurance 

united  states  bouse  of  representatives 

ON  H.R.  3535 


I  am  James  D.  Rode,  Senior  Executive  Vice  President 
of  The  AmeriTrust  Company  of  Cleveland,  Ohio.   I  am  also  the 
Chairman  of  the  Government  Relations  Committee  and  a  member 
of  the  Board  of  Directors  of  the  Consumer  Bankers  Association 
<CBA>  ±' 

You  have  invited- comments  on  H.R.  3535,  a  bill 
which  will  allow  all  depository  institutions  to  pay  interest 
on  both  consumer  and  business  demand  deposit  accounts.  We 
have  analyzed  H.R.  3535  and  the  issues  it  raises  and  we 
believe  that  legislation  addressing  these  issues  will  be 
beneficial  for  both  the  banking  industry  and  the  public, 


The  Association  is  a  nonprofit  organization  organized  in 
1919  to  provide  a  voice  for  the  consumer  banking 
industry.  Today,  membership  in  the  Association  is  open 
to  any  federally  insured  depository  institution, 
including  commercial  banks,  thrifts,  credit  unions,  and 
other  providers  of  consumer  financial  services. 
.Combined,  the  more  than  600  members  of  the  Association 
now  hold  over  704  of  all  consumer  credit  outstanding  and 
over  801  of  total  consumer  deposits  held  by  commercial 
banks. 
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particularly  individual  consumers  and  small  businesses. 
Therefore,  the  Consumer  Bankers  Association  appreciates  this 
opportunity  to  present  its  views  on  H.R.  3535. 

He  believe  that  legislation  such  as  H.R.  3535 
represents  an  important  step  in  the  evolution  of  parity  in 
the  marketplace  among  various  providers  of  financial 
services.   Because  such  legislation  will  move  us  closer  to 
parity,  and  because  this  parity  will  bring  substantial 
competitive  benefits  to  the  marketplace,  we  enthusiastically 
support  your  efforts  to  further  deregulate  existing  deposit 
account  rate  ceilings. 

The  Existing  Prohibition  Can  Mo  Longer  Be  Justified. 

as  you  know,  many  of  the  present  restrictions  on 
the  activities  of  this  nation's  financial  institutions  arose 
nearly  fifty  years  ago.   Included  among  these  depression- 
generated  restrictions  was  the  prohibition  on  the  payment  of 
interest  on  demand  deposits.   The  popular  view  in  1933  was 
that  a  substantial  shift  of  funds  from  rural  financial  insti- 
tutions to  the  urban  credit  markets  was  occurring  as  a  result 
of  the  ability  of  large  money  center  banks  to  pay  interest 
rates  higher  than  those  offered  by  smaller  banks.  This  was 
thought  to  divert  funds  away  from  productive  local  uses  and 
into  speculative  markets  and  activities.   In  addition,  it  was 
thought  that  a  prohibition  on  such  interest  payments  would 
improve  the  balance  sheets  of  banks,  making  It  easier  for 
them  to  meet  the  newly  enacted  FDIC  deposit  insurance 
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assessments.   Prohibiting  interest  on  demand  deposits  was 
seen,  therefore,  as  a  way  of  protecting  smaller  local  banks 
in  particular  and  of  helping  all  banks  generally. 

However,  this  prohibition  on  the  payment  of 
interest  on  demand  deposits  has  long  sines  ceased  to  serve 
its  original  goals,   Furthermore,  the  prohibition  is  being 
circumvented  and  its  effectiveness  undermined  by  developments 
in  the  marketplace.   Tirst,  thB  implicit  payment  of  interest 
by  financial  institutions,  in  the  form  of  services  and 
interest  rate  adjustments  on  related  loans,  has  become 
commonplace.   Second,  the  money  market  mutual  funds  currently 
offer  close  substitutes  for  interest  bearing  demand  deposits. 
In  addition,  deregulation  of  the  legal  environment  has 
allowed  the  creation  of  new  Super  NOW  Accounts  and  Money 
Market  Deposit  Accounts  (MMDAs) ,  offering  explicit  interest 
on  accounts  which  under  many  circumstances  are  the  functional 
equivalent  of  demand  deposits.   These  developments  call  into 
question  both  the  necessity  for,  and  the  effectiveness  of, 
the  existing  prohibition.   Indeed,  the  present  prohibition 
leads  to  market  distortions  and  anticompetitive  tendencies 
which  inhibit  economic  growth,  adversely  effect  consumers  and 
small  businesses,  and  harm  the  competitive  position  of  the 
very  financial  institutions  it  was  intended  to  protect. 

I  would  like  to  amplify  further  on  two  of  these 
marketplace  developments.  First,. it  is  well  known  that  many 
commercial  banks  pay  implicit  interest  in  the  form  of 
services.  Services  commonly  provided,  either  free  or  at 
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below  cost,  to  demand  deposit  customers,  include  data 
processing,  financial  accounting  and  payroll  activities, 
check  collection  and  cash  management  services,  and  statement 
preparation  and  other  deposit  related  accommodations.   For 
many  users,  the  value  of  these  services  approximates  what 
would  be  paid  if  explicit  interest  were  allowed.   However, 
there  is  a  growing  awareness  that  many  customers  paid  in  the 
form  of  free  services  tend  to  overuse  these  services,  beyond 
the  point  where  the  marginal  value  of  the  service  to  the 
particular  customer  is  equal  to  its  marginal  cost.  As  a 
result,  in  many  cases  the  market  is  in  disequilibrium.  This 
is  especially  true  with  respect  to  small  businesses  which 
often  cannot  determine  accurately  the  true  costs  they  are 
paying  for  these  'free'  services.   It  has  also  became 
increasingly  clear  recently  that  many  large  and  small  banks 
alike  have  only  a  general  understanding  of  what  they  are 
actually  paying  for  demand  deposits.   Thus,  the  implicit 
payment  of  Interest  through  services  results  In  substantial 
■inefficiencies'  in  selling  and  purchasing  demand  deposits 
and  substantial  difficulties  In  identifying  the  actual  costs 
□f  these  deposit  funds.   These  inefficiencies  and  pricing 
difficulties  are  a  cost  which  will  be  eliminated  if  explicit 
interest  is  allowed  on  both  individual  and  business 
transaction  accounts. 

Bast  opinion  held  that  these  costs  are  necessary  to 
achieve  the  goal  of  a  safe  and  stable  national  banking 
environment.  We  disagree.  These  cost*  are  unnecessarily 
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high,  and  we  believe  that  they  can  be  reduced  or  eliminated, 
consistent  with  the  goal  of  a  safe  financial  environment.  All  . 
depositor!  would  stand  to  gain  if  explicit  interest  were 
available  and  this  action  would  lead  to  a  more  rational 
allocation  of  the  available  resources. 

Furthermore,  forcing  financial  institutions  to  pay 
implicit  interest  for  demand  deposits  can  lead  to  a 
concentration  of  commercial  demand  deposits  in  those 
financial  institutions  better  able  to  provide  the  services 
which  attract  these  deposits.   Institutions  which  can  take 
advantage  of  economies  of  scale  and  cheaper  internal  sources 
of  information  and  technology  are  able  to  offer  'service 
packages"  that  other  institutions,  particularly  smaller 
institutions,  find-hard  to  match.   Thus,  one  of  the  odd 
results  of  the  prohibition" on  the  payment  of  interest  has 
been  to  cause  many  commercial  depositors  to  favor  the  money 
center  banks  or  regional  banks  over  the  smaller  rural 
financial  institutions,  a  result  just  the  opposite  of  that 
sought  by  the  1933  banking  legislation. 

In  our  opinion,  these  costs  and  inefficiencies  will 
be  alleviated  if  payment  for  the  time  value  of  money  can  be 
made  in  cash  rather  than  in  services.   In  essence, 
legislation  like  B.R.  3535  would  allow  financial  institutions 
to  move  out  of  barter  and  into  a  currency  based  marketplace. 
As  a  result,  depositors  would  be  able  to  more  accurately 
judge  the  particular  benefits  offered  to  them.   In  a  market 
rate  environment,  as  the  MMDA  experience  has  demonstrated. 
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all  financial  institutions  can  effectively  compote  for  fund* 
and  small  institutions  can  retain  and  attract  fundi  in  local 
conmunities  for  neighborhood  usea. 

When  considering  H.R.  3535,  it  ia  also  important  to 
focua  on  another  marketplace  fact.   In  essence,  the 
prohibition  on  the  payment  of  interest  on  demand  deposits 
represents  a  form  of  government  imposed  pries  fixing.   Since 
1933,  the  federal  government  has  declared  a  universal  price 
on  demand  deposits.   Nevertheless,  like  all  price  fixing 
efforts,  this  action  can  be  successful  only  if  the  entity 
fixing  the  price  haa  control  over  the  entire  marketplace,  or 
if  all  of  the  providers  of  the  product  agree  to  cooperate  in 
honoring  the  established  price.   In  the  cane  of  demand 
deposits,  however,  the  Federal  government  does  not  have 
control  of  the  marketplace-.  The  existing  prohibition  applies 
only  to  traditional  financial  institutions  and  not  to  the  new 
quasi-financial  institutions,  such  aa  money  market  mutual 
funds,  providing  similar  services.  While  these  quasi- 
financial  institutions  are  aggressively  competing  for 
business  demand  deposits  by  paying  market  rates  for  such 
funds,  banks  and  other  financial  institutions  have  been  able 
to  respond  only  by  paying  market  rates  for  limited 
transaction  HHDAs  and  limited  customer  Super  MOW  Accounts.  As 
a  result,  the  current  prohibition  has  not  stabilized  the 
price  of  demand  deposits,  but  only  distorted  the  competitive 
balance  in  pursuing  such  deposits. 
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Substantial  Benefits  Will  7 low  to  Small  Businesses  and 
Consumers. 

Perhaps  the  single  largest  class  of  beneficiaries 
of  legislation  similar  to  H.R.  3535  would  be  consumers, 
particularly  smell  businesses.   In  the  sane  way  that  larger 
institutions  are  more  cost-efficient  in  the  provision  of 
services,  large  corporations  and  big  businesses  find  these 
services  most  valuable.   Under  the  present  system,  both  large 
corporations  and  small  businesses  receive  certain  basic 
services,  such  as  the  preparation  of  statements,  which 
ordinarily  do  not  fully  compensate  them  for  the  demand 
deposits  maintained.  Additional  compensation  in  the  form  of 
more  exotic  services  often  is  available  or  valuable  only  to 
the  larger  corporations,  however.   It  is  easy  to  assume,  for 
example,  that  a  small  business  might  prefer  mora  cash  in  hand 
over  access  to  weekly  status  reports  on  the  ninety  day 
futures  contract  for  Swiss  francs. 

At  the  present  time  it  is,  for  the  most  part,  only 
the  large  corporations  which  have  direct  access  to  the  money 
markets  to  minimize  the  amount  of  noninvested  funds  in  their 
demand  deposit  accounts.  Similarly,  the  use  of  cash 
management  accounts  to  maximize  the  return  on  available  funds 
has  not  been  readily  available  to  moat  small  businesses.  As 
a  result,  small  businesses  generally  are  forced  to  choose 
between  depositing  these  demand  deposit  funds  In  a  regulated 
financial  institution  which  pays  for  them  with  services  they 
do  not  value  or  which  do  not  fully  compensate  them,  or 
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investing  these  deposits  in  uninsured  accounts  at  quasi- 
financial  institutions.   H.R.  3535  would  allow  our  members  to 
offer  payment  to  consumers  and  snail  businesses  which  more 
accurately  responds  to  their  needs  and  desires. 

Competitive  Equality  Requires  the  Enactment  of  H.R.  3535. 

In  1980,  Congress  mandated  the  gradual  removal  of 
deposit  interest  rates  in  the  Depository  Institutions  Deregu- 
lation and  Monetary  Control  Act.  This  Act  authorised  nation- 
wide MOW  accounts  and  established  the  Depository  Institutions 
Deregulation  Committee  (DIDC)  to  implement  the  phase  out  of 
deposit  rate  ceilings.  The  express  purpose  of  this  Congres- 
sional action  was  to  permit  the  nation's  financial  institu- 
tions to  compete  equally  with  each  other  and  with  quasi- 
financial  institutions,  such  as  the  money  market  mutual 
funds.  Although  the  DIDC  made  some  progress  toward  deregula- 
tion of  interest  rate  ceilings  during  the  first  two  years  of 
its  existence,  it  was  unsuccessful  in  its  efforts  to  provide 
financial  institutions  with  a  transaction  account  that  was 
truly  competitive  with  the  money  market  funds.   In  19B2,  the 
DIDC  asked  Congress  to  provide  further  guidance  on  the 
characteristics  of  a  competitive  market-rate  transaction 
account.  Congress  responded  to  this  request  lay  enacting 
Section  327  of  the  Garn-St  Germain  Act  of  1982.  This  legis- 
lation directed  the-  DIDC  to  establish  an  account  that  is 
■directly  equivalent  to  and  competitive  with  money  market 
mutual  funds.' 
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It  is  our  belief  that  Section  327  of  the  Garn-St 
Germain  Act  presently  provides  the  D1DC  with  full  and  inde- 
pendent authority  to  create  an  unlimited  transaction  account 
on  which  market  interest  can  be  paid  and  which  can  be  made 
available  to  all  customers.   It  should  be  noted  that  this 
grant  of  authority  was  made  by  Congress  with  full  knowledge 
of  the  traditional  restrictions  on  the  payment  of  interest  on 
demand  deposits  and  of  the  scope  of  authority  granted  under 
the  I960  Deregulation  Act.   Indeed,  it  was  precisely  to 
overcome  any  restrictions  provided  by  these  earlier  statutes 
and  to  achieve  competitive  equality  that  Congress  created  the 
DIDC  and  directed  it  to  promulgate  new  accounts  which  would 
compete  effectively  with  the  money  market  funds. 

While  financial  institutions  have  been  able  to 
compete  effectively  with  money  market  mutual  funds  for 
certain  consumer  deposit*  by  offering  MMDAs  and  Super  NOW 
Accounts,  they  are  not  able  to  compete  effectively  for 
business  deposits.   Significantly,  two  thirds  of  the  funds 
invested  in  money  market  funds  come  from  rate  sensitive 
institutional  investors  which  require  unlimited  transactions. 
Vet  at  present,  only  the  money  market  funds  enjoy  the  ability 
to  pay  interest  to  their  commercial  or  institutional 
customers  on  the  functional  equivalent  of  demand  deposit 
accounts.   This  market  advantage  is  contrary  to  the  purpose 
and  intent  of  the  Garn-St  Germain  Act.   Thus,  not  only  does 
the  act  permit  the  DIDC  to  authorize  a-  market-rate,  unlimited 
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i  account  for  businesses,  it  requires  the  DIDC  to 

Nevertheless,  the  DIDC  has  indicated  that  it  is 
uncertain  about  its  authority  and  again  has  requested  the 
assistance  of  Congress  in  interpreting  its  charter.  The 
enactment  of  legislation  similar  to  H.R.  3535  would  serve  to 
clarify  what  has  already  been  expressed  as  the  will  of 
Congress.   It  would  promote  competitive  equality  by  removing 
the  most  significant  remaining  restriction  on  hanks  and 
thrifts  which  is  not  shared  by  the  money  market  funds.  This, 
of  course,  is  precisely  what  the  Garn-St  Germain  Act  was 
intended  to  accomplish. 

DIDC  Minimum  Balance  Proposal. 

He.  Chairman,  at  the  request  of  the  DIDC,  you  and 
Representative  Wylie  recently  introduced  an  alternative  bill, 
H.R.  3895,  to  permit  the  payment  of  interest  on  all 
transaction  accounts.  The  primary  difference  in  the  DIDC  bill 
is  the  imposition  of  an  interest  rate  ceiling  on  accounts  of 
less  than  $2,500.  The  DIDC  argues  that  such  a  minimum  balance 
requirement  is  necessary  to  prevent  circumvention  of  the 
present  minimum  balance  requirement  on  the  mmda  and  the  Super 
NOW  Account.   The  CBA  is  prepared  to  accept  sucb  a  minimum 
balance  requirement  on  an  interim  basis,  if  this  minimum 
balance  requirement  will  make  a  new  business  transaction 
account  more  acceptable  to  smaller  financial  institutions  and 
to  the  DIDC. 
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There  is,  of  course,  a  precedent  for  thii 
balance  requirement  in  the  MMDA  and  the  Super  NOW  Account, 
and  these  accounts  have  attracted  nearly  $400  Billion  since 
their  introduction  at  the  beginning  of  the  year.   More 
importantly,  the  imposition  of  a  minimum  balance  requirement 
on  an  interim  basis  would  significantly  lessen  the  financial 
impact  of  legislation  such  as  H.R.  3535,  particularly  as  it 
affects  smaller  financial  institutions.  Based  on  QIDC 
studies,  20  to  25  percent  of  the  possible  lost  profits 
resulting  from  the  payment  of  interest  on  demand  deposits 
would  relate  to  interest-bearing  household  or  consumer 
transaction  accounts.  Because  the  Super  now  Account  already 
provides  a  functionally  equivalent  account  for  individuals 
with  deposits  of  $2,500  or  more,  the  lost  profits  projected 
by  the  DIDC  must  result  from  accounts  with  balances  of  less 
than  $2,500.  Therefore,  the  imposition  of  a  minimum  balance 
requirement  of  this  amount  will  lessen  the  projected 
transitional  impact  of  the  new  transaction  account  by  up  to 
$500  Million. 

Nevertheless,  CBA  strongly  urges  that  the  legisla- 
tion be  enacted  in  such  a  way  as  to  ensure  that  interim 
political  measures  do  not  become  permanent  competitive 
obstacles,  and  that  your  fundamental  goal  in  pursuing  H.R. 
3535  —  the  ability  to  pay  interest  on  all  demand  deposits  — 
Is  achieved  as  quickly  as  possible.  In  order  to  ensure  this 
result,  you  might  consider  statutorially  phasing-in  the 
authority  to  pay  interest  on  demand  deposits  in  three  stages. 
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First,  the  legislation  could  eliminate  the  current 
eligibility  requirements  on  HOW  Accounts  and  Super  HOW 
Accounts.   This  would  immediately  authorize  fianancial 
institutions  to  pay  up  to  5%  percent  interest  on  both 
business  and  consumer  transaction  accounts  with  balances 
below  $2,500  and  market  rates  on  higher  balance  accounts. 
Second,  Congress  could  mandate  that  the  minimum  balance 
requirement  on  the  new  business  Super  NOW  Account  be  reduced 
to  $1,000  on  January  1,  1985.  Last  week,  the  DIDC  lowered 
the  minimum  balance  requirement  on  the  MMDA  and  the  existing 
Super  now  Account  from  $2,500  to  $1,000,  effective  January  1, 
1985.  We  believe  it  to  be  essential  that  any  reductions  in 
the  minimum  balance  requirements  for  the  MMDA  and  the 
existing  Super  NOW  Account  also  apply  to  the  new  business 
Super  How  account.   Finally,  the  legislation  should  make  it 
clear  that  both  the  minimum  balance  requirement  and  the 
general  prohibition  on  the  payment  of  interest  on  demand 
deposits  will  terminate  entirely  in  1986,  together  with  all 
other  ceilings  and  restrictions  on  deposit  account  interest 
rates.  This  statutory  schedule  will  accomplish  the 
fundamental  goal  of  H.R.  3535,  while  accomodating  the  interim 
balance  requirement  sought  by  the  DIDC.   It  will  also  lessen 
the  transitional  impact  of  the  legislation  on  smaller 
financial  institutions. 
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H.R.  3535  Does  Not  Threaten  the  Safety  or  Stability  of  Banks 
and  Thrifts. 

We  would  also  like  to  briefly  discuss  the  financial 
impact  of  legislation  similar  to  H.r.  3535  on  financial 
institutions.   It  is  safe  to  assume  that  a  large  number  of 
business  depositors  will  use  the  resulting  market  rata 
transaction  accounts  and  that  in  the  aggregate  a  substantial 
number  of  dollars  will  be  deposited  in  such  accounts.   This 
assumption  is  based  on  our  experience  with  the  MMDA  and  tha 
Super  NOW  Account.   In  many  instances  this  will  temporarily 
increase  the  interest  segment  of  our  operating  costs. 
However,  it  does  not  follow  that  overall  operating  costs  will 
rise  or  that  the  new  business  transaction  account  will  pose  a 
significant  threat  to  the  balance  sheets  of  our  financial 
institutions.   As  discussed  more  fully  below,  we  do  not  feel 
that  any  increases  in  costs  will  be  significant. 

Various  estimates  have  been  made  of  the  first-year 
costs  to  financial  institutions  of  unlimited  interest  bearing 
transaction  accounts.   In  particular,  the  DIDC  staff  has 
projected  the  possibility  of  a  $1  to  $2  Billion  decrease  in 
first-year  profits  as  a  result  of  the  payment  of  interest  on 
demand  deposits.   This  is  a  decrease  in  profits;  it  is  not  a 
projection  of  net  loss  to  the  industry.   Beyond  this,  we  feel 
that  the  DIDC  projections  are  unrealistically  high.   Even 
given  the  DIDC  calculations,  however,  legislation  such  as 
H.R.  3535  should,  in  fact,  cause  substantially  less  of  a 
short-term  problem. 
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According  to  DIDC  figures,  legislation  such  as  H.R. 
3535  will  cause  industry  profits  to  fall  by  5  to  10  percent, 
translating  into  a  SI  to  S2  Billion  decrease.  However,  their 
estimated  S  to  10  percentage  points  include  between  1  and  2>j 
percentage  points  directly  attributable  to  household 
deposits.   As  stated  earlier,  maintaining  a   S2,500  minimum 
balance  requirement  alone  should  eliminate  this  portion  of 
any  projected  decrease  in  profits,  since  individuals  with 
deposits  of  greater  than  52,500  have  already  shifted,  or  can 
presently  shift,  to  interest  bearing  MMDAs  and  Super  NOW 
Accounts.   Subtracting  both  the  high  and  low  figures  from  the 
percentages  used  by  the  DIDC,  the  first  year  decrease  in 
profits  would  not  be  5  to  10  percent,  but  rather  4  to  7% 
percent.   These  figures  translate  into  real  dollar  decreases 
of  SB00  Million  to  SI. 5  Billion. 

Similar  savings  may  also  be  possible  from  the 
commercial  sector.   If  a  comparable  number  of  commercial 
accounts  also  have  balances  below  the  32,500  minimum,  the 
DIDC  figures  would  be  reduced  to  3  to  5  percent,  or  a  S60Q 
Million  to  SI  Billion  decrease  in  profits. 

Additionally,  the  DIDC  projects  a  loss  of  S140  to 
5290  Million  in  earnings  on  deposits  presently  held  in 
regular  HOW  and  ATS  accounts.   Payment  of  interest  on  reserve 
requirements  will  further  soften  the  first-year  effect.   The 
Federal  Reserve  Board  estimates  that  $125  Million  will  be 
saved  by  financial  institutions  if  interest  is  paid  on  their 
MMDA  and  Super  NOW  Account  reserves  alone.   Factoring  that 
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number  into  the  above  projections  yields  a  first-year 
decrease  in  profits  of  from  $475  Million  to  $875  Million, 
much  less  than  the  initial  DIDC  projections. 

There  is,  in  addition,  at  least  one  aspect  of  the 
DIDC  calculations  themselves  which  we  would  like  to  address. 
In  making  its  estimates  of  the  first-year  decrease  in 
profits,  DIDC  foresees  competition  among  financial 
institutions  and  characterizes  efforts  to  increase  market 
share  as  a  cost  attributable  to  the  creation  of  interest 
bearing  transaction  accounts.   We  believe  the  DIDC  staff  is 
being  little  more  than  speculative  here.   Any  effort  to 
quantify  the  costs  associated  with  market  share  efforts  la 
uncertain  at  best  and,  more  importantly,  misleading.   The 
DIDC  may  have  confused  the  issue  by  combining  these  start-up 
efforts  with  costs  due  to  internal  shifts  from  non-interest 
to  interest  bearing  accounts.   While  the  exact  amounts 
arrived  at  by  the  DIDC  are  speculative,  their  tables  show 
that  between  .9%  and  2.1%,  or  approximately  1  to  2  percent, 
of  the  first-year  "costs"  are  attributable  to  the 
"bidding-war"  they  foresee  for  new  deposits.   If  we  eliminate 
this  amount  from  the  totals  arrived  at  by  the  DIDC,  expected 
first  year  decreases  in  earnings  would  be  between  $275  and 
$475  Million. 

In  short,  rather  than  a  $1  to  $2  Billion  decrease 
in  first-year  profits,  the  actual  decreases  may  reach  only  to 
the  $275  to  $475  Million  range.   Moreover,  this  i 
further  reduced  by  a  decision  to  pay  interest  c 
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maintained  for  the  new  business  transaction  t 
addition  to  interest  on  reserves  maintained  for  the  KHDA  and 
Super  NOW  Accounts.   Furthermore,  we  believe  that  this 
potential  loss  is  more  than  outweighed  by  the  promise  of 
greater  profits  and  consumer  benefits  in  a  future  market  free 
of  this  anti-competitive  restraint.   The  table  below 
:  calculations . 


i  businesses 


S  1  Billion 
200  Million 
200  Million 
125  Million 


125  Million 


ZOO  Million 
S   275   Million 


400   Million 
i   475  Million 
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There  may  be  a  transitional  period  following  the 
enactment  of  legislation  similar  to  H.r.  3535  and  this  period 
may  be  difficult  for  some  institutions.   The  DIDC  itself  has 
indicated,  however,  that  financial  institutions  will  soon 
experience  these  difficulties,  in  any  event,  when  all 
existing  ceilings  on  transaction  accounts  are  removed  as 
required  by  the  1980  Deregulation  Act.   Furthermore,  our 
members  believe  the  industry  as  a  whole  needs  legislation 
similar  to  H.R.  3535  to  effectively  compete  with  the  money 
market  funds  for  business  deposits  and  that  this  parity  is 
needed  now.   Congress  could  further  lessen  or  substantially 
eliminate  the  transitional  costs  of  this  legislation  by 
concurrently  proceeding  with  geographic  and  product 
deregulation  to  permit  financial  institutions  to  more  fully 
utilize  their  existing  delivery  systems  and  to  enjoy  greater 
economies  of  scale  in  their  retail  and  wholesale  banking 
activities.   Similarly,  the  removal  of  existing  state  price 
control  restrictions  would  permit  financial  institutions  to 
price  their  loans  on  a  market  basis,  just  as  the  price  of 
their  deposits  is  shaped  by  market  forces.   CBA  strongly 
urges  Congress  to  proceed  promptly  with  these  deregulatory 
efforts,  for  they  are  equally  significant  for  the  overall 
competitive  viability  of  this  nation's  financial 
instit 
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Interest  an  Reserves  Is  A  Necessary  Complement. 

As  we  have  said,  further  protection  against  undue 
disruption  to  the  stability  of  our  member  financial  institu- 
tions and  the  overall  financial  community  can  be  achieved  by 
the  payment  of  interest  on  federally  mandated  reserves.  CBA 
strongly  urges  Congress  to  authorize  concurrently  the  payment 
of  interest  on  reserves  as  an  essential  complement  to  the 
payment  of  interest  on  business  transaction  accounts. 

The  reserve  requirements  for  transaction  accounts 
and  other  deposits  were  established  as  a  means  to  permit  th* 
Federal  Reserve  Board  to  effectively  monitor  and  control 
monetary  policy.   While  the  Federal  Reserve  Board  has  tradi- 
tionally found  its  open  market  operations  to  be  a  more  effec- 
tive tool,  the  Board  has  stated  that  the  existing  reserve  re- 
quirements remain  important.   It  does  not  necessarily  follow, 
however,  that  the  reserves  held  must  be  sterile  reserves.  The 
fact  that  no  interest  is  paid  on  these  reserves  has,  in  our 
opinion,  no  relationship  to  the  goal  of  effective  control  of 
the  nation's  money  supply.   In  his  testimony  before  the 
Senate  Banking  Committee  on  September  13,  1983,  Chairman 
Volcker  stated  that  the  payment  of  interest  on  reserves  is 
desirable  in  light  of  both  equity  and  monetary  policy 
considerations . 

Furthermore,  in  our  opinion,  the  failure  to  pay 
interest  on  required  reserves  is.  contrary  to  both  th*  letter 
and  spirit  of  the  Garn-St  Germain  Act.   Section  327  of  this 
Act  clearly  mandates  a  truly  competitive  marketplace.   The 
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present  12  percent  reserve  requirement,  however,  translate* 
into  a  rate  penalty  or  "new  differential"  of  greater  than  100 
basis  points  even  at  a  low  6  percent  cost  of  funds.   It  is 
unrealistic  to  expect  that  an  account  subject  to  such  a 
penalty  can  be  "directly  equivalent  to  and  competitive  with" 
the  money  market  funds  which  suffer  no  such  burden.  This  is 
particularly  true  in  the  case  of  commercial  demand  deposit  or 
transaction  accounts;  businesses  simply  will  not  accept  the 
rate  penalty  imposed  by  the  sterile  reserve  requirement.   As 
noted  earlier,  two  thirds  of  the  funds  presently  invested  in 
money  market  funds  are  placed  by  rate  sensitive  institutional 
investors  who  will  not,  and  cannot,  absorb  such  a  rate 

The  effect  of  this  rate  penalty  can  be  seen  clearly 
in  the  dramatic  contrast  between  the  success  of  the  HHDA 
(more  than  $360  Billion  since  December  14,  1982)  and  that  of 
the  Super  now  Account  (approximately  S30  Billion  since 
January  5,  19831.  Since  most  MMDAs  are  personal  tine 
deposits,  rather  than  transaction  accounts,  they  are  free  of 
existing  reserve  requirements  and,  therefore,  free  of  the 
resulting  rate  penalty  caused  by  sterile  reserves. 
Maintenance  of  this  sterile  reserve  requirement  places  a 
significant  extra  cost  on  regulated  financial  institutions, 
which  in  turn  forces  them  to  absorb  the  resulting  rate 
penalty  or  to  price  themselves  at  a  non-competitive  level. 

Moreover,  the  payment  of  interest  on  reserves  would 
result  in  benefits  to  consumers  and  businesses  alike  in  the 
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form  of  higher  interest  yields  on  their  deposits.   The 
passage  of  legislation  like  H.R.  3535,  together  with 
companion  legislation  authorizing  the  payment  of  interei 
reserves,  would  also  alleviate  much  of  the  present  i 
confusion  over  financial  institution  and  guasi-f inancial 
transaction  accounts,  while  allowing  consumers  to  enjoy  the 
benefits  of  a  truly  competitive  marketplace. 

Payment  of  interest  on  required  reserves  would  thus 
serve  more  than  one  salutary  purpose.   It  would  soften  the 
short-term  impact  of  competitive  interest  rates  for 
commercial  transaction  deposits,  and  it  would  eliminate  a 
remaining  barrier  to  full  competitive  equality  between 
regulated  financial  institutions  and  the  money  market  funds. 
In  this  regard,  some  have  suggested  that  existing  reserve 
requirements  should  be  imposed  on  quasi-financial 
institutions,  like  the  money  market  funds,  which  offer 
transaction  accounts.   Congress  has  considered  and  discarded 
the  possibility  in  the  past.   More  importantly,  CBA  believes 
that  the  imposition  of  reserves  on  the  money  market  funds 
would  be  the  equivalent  of  a  new  tax  on  holders  of  these 
investments.   Furthermore,  as  a  matter  of  policy,  CBA's 
members  do  not  seek  the  imposition  of  new  regulations  or 
obstacles  on  their  competitors.   Rather,  they  seek  only  the 
opportunity  to  compete  on  an  equal  basis  without  the  burden 
of  this  unnecessary  rate  penalty. 

While  CBA  recognizes  that  reserve  requirements  may 
be  a  necessary  element  in  the  Federal  Reserve  Board's  overall 
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monetary  policy  efforts,  we  nonetheless 
reserves  operate  as  a  special  tax  on  financial  institutions 
and  that  the  benefits  and  costs  of  such  sterile  reserves 
should  be  analyzed  in  those  terms.   We  believe  that  such 
analysis  will  show  this  to  be  an  unfair  and  inequitable 
burden  on  financial  institutions  which  must  be  eliminated. 

H.fi.  3535  Will  Allow  Savings  and  Loans  to  Accept  Commercial 
Demand  deposits  from  All  Customers. 

Section  5  of  H.R.  3535  will  allow  savings  and  loan 
associations  to  accept  commercial  demand  deposits  from  all 
business  customers.   Under  existing  law,  thrifts  can  accept 
commercial  demand  deposits  only  from  businesses  which  have  a 
'business,  corporate,  commercial  or  agricultural  loan  rela- 
tionship" with  the  thrift.'  Section  5  would  place  savings  and 
loan  associations  and  banks  in  direct  competition  across  the 
complete  spectrum  of  potential  customers  and,  thus,  would 
remove  the  last  significant  distinction  between  thrifts  and 
banks.   CBA  does  not  oppose  this  move  toward  parity  in  the 
marketplace;  however,  we  believe  that  there  should  be  a 
concurrent  relaxation  in  the  present  restrictions  on 
cross-industry  acquisitions.   The  authority  to  accept 
commercial  demand  deposits  would  make  thrifts  commercial 
banks  for  all  practical  purposes  and  would,  therefore, 
eliminate  any  remaining  justification  for  restrictions  on 
cross-industry  acquisitions. 
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Allowing  financial  institutions  to  pay  interest  in 
cash  rather  than  in  kind  will  allow  the  market  to  work,  and 
with  no  expected  risk  to  the  financial  community  other  than 
the  transitional  risks  one  associates  with  any  market  change. 
Small  businesses  and  small  depositors,  as  well  as  the 
financial  institutions  themselves,  will  benefit  from  the 
removal  of  this  artificial  constraint  on  our  industry.   CBA 
does  not  seek  the  imposition  of  artificial  constraints  on 
other  institutions,  whether  in  the  form  of  moratoria  or  new 
reserve  requirements  on  money  market  funds.   CBA  requests 
only  the  parity  necessary  to  enable  its  members  to  compete 
evenly  with  other  providers  of  financial  services  in  a  fully 
deregulated  marketplace. 

Once  again,  Mr.  Chairman,  thank  you  for  your 
interest  in  this  legislation  and  for  providing  the  Consumer 
Bankers  Association  with  the  opportunity  to  present  our  views 
on  this  important  issue. 
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Chairman  St  Germain.  Thank  you,  Mr.  Rode. 

Now  we  will  hear  from  Mr.  Jerome  R.  Gulan,  executive  vice 
president,  National  Small  Business  Association. 

We  will  place  your  entire  statement  in  the  record,  and  you  may 
proceed. 

STATEMENT  OF  JEROME  R.  GULAN,  EXECUTIVE  VICE 
PRESIDENT,  NATIONAL  SMALL  BUSINESS  ASSOCIATION 

Mr.  Gulan.  Thank  you,  Mr.  Chairman. 

I  am  Jerry  Gulan,  executive  vice  president  of  the  National  Small 
Business  Association. 

First  of  all,  I  would  like  to  thank  the  chairman  and  members  of 
the  subcommittee  for  the  opportunity  to  speak  today  on  lifting  the 
prohibition  on  payment  of  interest  on  demand  business  deposits. 

Under  present  law,  individuals  and  charitable  organizations  re- 
ceive interest  on  their  demand  deposit  accounts.  We,  therefore,  sup- 
port the  bill  with  some  minor  qualifications.  We  think  that  lifting 
the  prohibition  would  help  to  ameliorate  a  situation  which  places 
small  businesses  at  a  distinct  disadvantage  today. 

The  bill  before  the  committee,  H.R.  3585,  lifts  the  prohibition  on 
paying  interest  on  checking  accounts  to  commercial  entities.  This 
proposal  relieves  an  inequity  of  the  present  system,  because  larger 
businesses,  due  to  their  size  and  resources,  are  able  to  achieve  the 
same  result — receipt  of  interest  on  their  excess  balances — by  using 
certain  cash  management  techniques  which  allow  them  to  keep 
only  a  minimal  amount  of  funds  in  their  traditional  demand  depos- 
it accounts. 

As  you  well  know,  these  larger  firms  can  place  their  funds  in 
any  one  of  a  number  of  instruments  such  as:  Commercial  paper, 
certificates  of  deposits,  et  cetera,  which  pay  market  rates  of  inter- 
est, as  the  law  currently  allows.  Since  these  financial  instruments 
require  a  substantial  investment  or  minimum  balance,  smaller  en- 
terprises just  cannot  afford  to  utilize  them  and  are  thus  at  a  com- 
petitive disadvantage. 

Furthermore,  we  note  from  the  hearings  of  this  subcommittee 
that  the  competition  among  the  financial  institutions  for  major  ac- 
counts has  allowed  larger  companies  to  bargain  for  and  extract  cer- 
tain services  from  their  banks  as  a  compensation  for  their  ac- 
counts. And  I  do  assure  the  Chair  that  I  have  not  coordinated  my 
testimony  with  the  previous  witness.  Since  he  covered  that  issue,  I 
will  skip  over  that. 

I  must  express  my  concern  over  another  important  issue — the 
borrowing  costs  of  small  businesses  and  the  possible  impact  that 
the  lifting  of  this  prohibition  may  have  on  these  costs.  I  am  mind- 
ful of  your  opening  remarks,  Mr.  Chairman,  but  we  must  express 
this  fear  because  the  small  businessman  has  little  or  no  influence 
over  the  financial  institutions  he  deals  with.  To  the  extent  that  the 
smaller  banks  who  are  themselves  smaller  businesses  find  they 
have  to  recover  their  additional  costs  that  Mr.  Rode  referred  to 
here,  and  that  they  should  do  so  by  keeping  upward  pressure  on 
interest  rates  which  are  far  too  high  already,  especially  for  small 
business,  and  unless  we  see  deficit  reductions  and  other  reductions 
i>i  upward  pressure  on  interest  rates,  we  feel  this  bill  might  be 
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somewhat  expensive.  What  could  very  well  happen  is  that  the 
small  businessman  with  amounts  on  deposit  drawing  interest  is  not 
the  same  small  businessman  coming  to  the  same  or  different  insti- 
tutions for  small  business  short-term  loans. 

We  know  that  this  legislation  merely  eliminates  the  prohibition 
for  financial  institutions  to  pay  such  interest.  Although  it  would 
not  require  a  mandate  they  do  so,  there  is  a  danger  that  financial 
institutions  will  feel  they  must  increase  interest  rates  for  their 
small  business  customers  seeking  loans,  thereby  negating  the  posi- 
tive aspects  of  this  legislation  to  equalize  conditions  for  smaller 
firms. 

That  kind  of  reaction  could  be  perilous  for  the  small  business 
community.  As  you  are  aware,  2  years  ago  NSB  published  a  pio- 
neering study  on  the  rise  in  business  bankruptcies  and  the  effect  of 
high  interest  rates  on  these  business  failures. 

In  1981,  we  were  concerned  that  business  bankruptcies  were  in- 
creasing by  30  percent  over  1980.  We  are  now  looking  at  bankrupt- 
cy numbers  for  1983  which  might  end  up  at  triple  the  1980  total. 
For  instance,  according  to  recent  statistics  compiled  by  Dun  & 
Bradstreet,  business  failures  year  to  date  ending  September  8,  1983 
were  21,184.  Since  about  97  percent  of  businesses  in  the  United 
States  are  small  businesses,  it  would  follow  that  the  overwhelming 
majority  of  these  statistics  represent  small  business  failures. 

The  number  of  filings  for  business  bankruptcies  compiled  by  the 
U.S.  bankruptcy  court  show  a  similar  trend,  with  the  1979-80  fiscal 
year  used  as  a  base.  We  see  for  the  first  6  months  of  1983,  they 
recorded  45,272  as  opposed  to  33,315  in  1979. 

Our  report  addressed  the  question  of  how  increased  borrowing 
costs  contributes  to  these  bankruptcy  statistics.  We  found  econo- 
mists in  substantial  agreement  that  there  is  a  direct  and  signifi- 
cant correlation  between  the  level  of  interest  rates  and  the  level  of 
business  bankruptcies. 

Earlier  in  our  statement  we  expressed  anxiety  about  the  possible 
upward  pressure  on  borrowing  costs  that  might  flow  from  the 
elimination  of  the  interest  rate  prohibition  on  business  demand  de- 
posits. The  question  might  be  stated  as  whether  these  additional 
costs  to  banks  would  impact  differentially  on  large  and  small  busi- 
ness, or  whether  it  would  widen  the  already  dramatic  difference  in 
the  borrowing  costs  of  smaller  and  larger  firms.  The  annual  report 
on  "The  Present  State  of  Small  Business"  has  provided  conclusive 
evidence  of  such  a  differential. 

At  the  conclusion  of  our  prepared  statement,  we  will  include  as 
an  exhibit  a  profile  of  average  business  lending  rates  for  small  and 
large  loans  which  appears  in  that  report.  You  will  note  in  that 
table,  which  is  attached,  that  for  approximately  the  last  year  the 
largest  loans,  over  $1  million,  have  averaged  about  1.67  percent 
below  the  stated  prime  rate,  while  interest  rates  for  the  smallest 
loans,  less  than  $25,000,  averaged  a  little  more  than  3  percent 
above  the  prime  rate.  This  constitutes  an  interest  differential  of 
almost  5  percent  during  this  period. 

These  figures  recall  this  committee's  excellent  report  on  the 
"False  Prime"  which  you  did  about  2  years  ago,  which  we  found  to 
be  an  excellent  report.  Just  prior  to  your  report,  our  organization 
had  gone  to  the  SBA  with  a  provision,  or  request--!  will  nave  to  do 
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a  little  adlibbing— but  what  we  were  saying  is  once  you  provide  a 
government  guaranteed  loan  to  a  small  business  with  the  full  faith 
and  credit  of  the  U.S.  Government  behind  him,  he  should  become  n 
triple  A  credit  risk.  That  being  the  case,  we  felt  that  SBA  guaran- 
teed loans  should  be  made  at  no  more  than  the  prime  rate,  since 
triple  A  large  business  borrowers  even  at  that  time  were  borrowing 
at  substantial  amounts  below  the  prime. 

I  believe  that  SBA  published  this  proposal  in  the  Federal  Regis- 
ter for  comment,  and  the  only  comment  they  received  was  from  the 
banking  community,  and  also  I  believe  they  quietly  withdrew  the 
proposal  because  the  comments  they  received  were  that  if  you  go 
through  with  this,  we,  as  bankers,  will  no  longer  make  guaranteed 
loans  to  small  business.  So  that  prime  rate  questioning  had  a  lot  to 
do  with  and  brought  a  lot  to  bear  on  that  whole  issue.  We  still  feel 
that  small  businesses  should  not  be  paying  the  premiums  they  are 
paying  to  get  loans,  especially  with  a  government  guarantee. 

As  detrimental  as  these  sharp  differentials  in  nominal  and  even 
more  sharp  differentials  in  real  interest  rates  are  at  the  present 
time,  there  is  even  additional  concern  for  the  future  financial  con- 
dition of  small  business.  The  current  statistics  are  against  the 
background  of  a  sharply  falling  rate  of  inflation,  and  a  multiplicity 
of  community  financial  institutions  to  which  small  businesses  have 
convenient  and  personal  access. 

We  believe  that  the  Federal  Reserve  System  should  be  applauded 
for  its  courageous  stand  against  inflation  over  the  past  4  years. 
However,  this  good  news  may  not  last  for  very  long  in  the  face  of 
protracted  $200  billion  national  deficits.  Also,  the  tremor  of  consoli- 
dations that  have  run  through  the  financial  services  industry 
threatens  to  become  an  earthquake  in  years  to  come. 

A  1983  study  based  upon  interviews  with  the  chief  executive  offi- 
cers of  banks  of  all  sizes,  bank  chief  operations  officers,  investment 
bankers,  financial  analysts,  regulators  and  legislators,  and  CEOs  of 
nonbank  financial  institutions  produced  the  conclusion  that  the 
number  of  banks  in  the  United  States  would  decrease  dramatically 
from  15,000  in  1980  to  about  9,600  in  1990.  Small  banks,  at  least 
those  under  $100  million  in  assets,  are  expected  to  suffer  a  precipi- 
tous 41  percent  decline  from  more  than  13,000  to  7,800  in  the  next 
decade. 

A  related  conclusion  of  the  study  was  that  bank  assets  would 
shift  significantly  toward  larger  banks,  which  would  increase  their 
percentage  of  industry  assets  from  53  percent  to  65  percent,  while 
the  small  bank  shares  decline  from  21  percent  to  12  percent,  and 
the  medium-sized  bank  shares  decline  from  26  percent  to  23  per- 
cent. 

Of  course,  the  full  consequences  of  this  consolidation  movement 
cannot  be  predicted  at  this  time.  However,  certain  small  business 
financial  advisors  have  begun  to  discern  some  undesirable  changes 
that  could  have  a  fundamental  impact  on  the  viability  of  small  en- 
terprises. 

The  American  Institute  of  Certified  Public  Accountants,  in  a 
statement  to  the  Senate  Small  Business  Committee  earlier  this 
year,  concluded  that:  "The  recent  trend  toward  consolidation 
within  the  banking  industry  (has)  had  a  visibly  detrimental  effect 
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on  small  business,  and  if  allowed  to  continue  unabated,  this  trend 
may  reach  crisis  proportions." 

This  national  organization,  with  over  34,000  firms,  cited  three  ad- 
verse factors  which  had  been  observed  in  the  course  of  recent  ac- 
counting practice  as  a  result  of  the  consolidation  so  far:  One,  bank 
funds  were  leaving  local  communities;  two,  bank  personnel  were 
rotated  more  often,  disrupting  existing  personal  relationships; 
three,  lending  decisions  are  increasingly  based  on  documentary  evi- 
dence, rather  than  personal  knowledge  of  a  customer's  integrity 
and  reputation,  which  has  so  long  been  the  case  in  small  communi- 
ties and  with  small  communities'  banks. 

We  therefore  believe  this  subcommittee  should  be  deeply  con- 
cerned over  the  effect  of  changing  banking  structure,  as  our  associ- 
ation is,  and  that  Federal  policy  on  banking  should  be  especially 
sensitive  to  the  needs  of  communities  and  of  new,  small,  local 
emergent  and  independent  businesses. 

As  this  legislation  proceeds  through  the  Congress,  and  as  we  our- 
selves learn  more  about  its  implications,  we  shall  have  more  to  say. 
However,  at  present  we  would  only  caution  against  viewing  H.R. 
3535  as  a  small  business  benefit  that  could  be  cited  to  justify 
sweeping  changes  in  banking  law  or  regulation. 

We  do  support  the  legislation  on  its  merits  with  the  hope,  on  bal- 
ance, it  will  benefit  small  business  and  all  concerned. 

Thank  you  for  your  time,  Mr.  Chairman. 

[Letters  of  invitation  to  Mr.  Liebenson  of  the  National  Small 
Business  Association,  dated  September  16  and  September  23,  1983, 
and  the  prepared  statement  of  Mr.  Gulan  with  attachments,  on 
behalf  of  the  National  Small  Business  Association,  follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Pre*ldsnt 

National  Small  Business  Association 
1*0"  K  Street,  N.W. 
Washington,  D.C.  ZOOM 

Dear  Mr.  Uabamm 

Tho  Subcommittee  on  FinandaU  Initltution*  Supervision,  Regulation  and 
Insurance  will  commence  hearing!  in  September  21  on  the  provisions  of  HJt. 
3535,  the  Demand  Deposit  Equity  Act  of  19S3,  which  would  authorize  the 
payment  of  Interest  of  all  checking  account*. 

Al  you  know,  nationwide  NO*  account,  wan  created  in  the  55th 
Congress.  However,  authority  W  extend  NOW  account*  W  outtmim  and 
corporation*  ha*  been  questioned,  and  In  June  the  Depository  Inatltutkns 
Deregulation  Committee  asked  the  Congress  to  speeUlcaily  authorize  offering 
Interest  bearing  demand  deposit  accounts  to  all  customers  Including  businesses. 
Enclosed  far  your  information  1*  ■  copy  of  the  (lour  itatamant  I  gave  whan  1 
introduced  HJt.  3333  last  month.  Also  enclosed  is  a  copy  of  the  statement  1 
made  yesterday  when  Mr.  Wylle  and  1  Introduced  the  Administration's  Interest 
on  demand  deposits  bill  at  the  request  of  the  DIDC. 

Your  testimony  or  that  of  your  designee,  will  b*  of  great  assistance  to  thai 
Subcommittee  in  Its  consideration  of  HJt.  3539.  Accordingly,  we  have 
scheduled  your  testimony  for  lOiDO  ajn.  on  October  6  In  Room  2121  of  the 
Raybum  House  Office  Building.    In  accordance  with  Committee  rules,  please 

aybum.  It  la  also  requested 

s  to  enable  all  Subcommittee 
id  statement  will  1 
x  of  the  hearing  at 


3- 
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U.S.  HOUSE  OF  REPRESENTATIVES 


September  23,  198] 


Mr.  Herbert  Lieb 


Dear  Mr.  Llebensoni 

As  deposit  deregulation  proceeds-,  the  role  of  third  perty  Intermediaries  or 
"money  broken*  appears,  to  bo  becoming  increasingly  significant.  In  Iti 
deliberations  an  H.H.  3S3S,  the  Subcommittee  should  taiow  mora  about  such 
■ctivitiM.  Therefore,  In  addition  to  your  testimony  an  H.R.  JJ1S  pursuant  to  mj 
latter  of  September  IS,  IBM,  pleas*  provide  the  Subcommittee  with  your  viewi 
on  the  public  risks  end  benefits  associated  with  the  activities  cf  money  brokers. 
A  copy  of  my  recent  letter  to  the  federal  regulatory  agencies  concerning  monej 
brokers,  and  related  material.  It  enclosed  for  your  Information. 
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ON  BEHALF   OF   THE 
NATIONAL   SMALL  BUSINESS  ASSOCIATION 
BEFORE   THE 
HOUSE   SUBCOMMITTEE  ON  FINANCIAL    INSTITUTIONS  SUPERVISION,   REGULATION 

HOLDING  HEARINGS   ON 

H.R.    3535,   THE   DEMANO   DEPOSIT   EOUITf  ACT  OF    1983 

OCTOBEH  6,   1983 
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STATEMENT   OF  JEROME   R.   GULAN,    EXECUTIVE   VICE   PRESIDENT 

UK  BEHALF   UF  THE    NATIONAL    SHALL   BUSINESS  ASSOCIATION 

3RE   THE   HOUSE   SUBCOMMITTEE   OK  FINANCIAL    INSTITUTIONS    SUPERVISION, 

ATION  AND   INSURANCE   OF    THE  COMMITTEE   UN  - -     -"   ■- 

U1NG  HEARINGS   ON  H.ft.    HSb,   THE  OEHAHO   L 
OCTOBER   6.    19K3 


■r  In  19B3. 


■POfil   FOS 

,    H.R.    3! 
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deposit  accounts.     As 

In  any  one  or  a  nonce  i 

of  deposit,  etc..  which  pay  mrkt 

these  financial   Instruments  reqi 

smaller  enterprises  Just  cannot 


of  instruments  such  a 


1al   paper,  certificates 
s  the   law  allows.     Since 


are   benefiting   from 
it  Secretary  of  the 
celpt  of  below-cost 


POTENTIAL   IH 


itfon 


It  would  not  require  or  mandate 
financial  Institutions,  through 
they  njst  increase  Interest  rati 
loans,  thereby  negating  the  posl' 
equal  lie  conditions   for  seal 


.heir  competition  for 
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BORROWING  COSTS  AND  BANKRUPTCIES 
As  you  are  aware,  two  year;  auo  NSB  published  9  pioneering  study  on  the  rise 
failures   ("Report  on  Business  Bankruptcies,"  Nation*!   Sim' 1   Business  Assoclat 


nington.  B.C.,  Sep 
In   1J31,  we  were 


9B1).  [inhibit  b  att«hed] 

usfness  bankruptcies  were  increasing  by  3u 
rupccy  numbers   for  1983  which  might  end  up 


Me   found  economist 
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"direct  and  signlfl 


inflation  rate  [GNP  Deflator]  .. 


or  the  5  years   from  1976  ti 
factors. 


into  dealerships  - 


NTEREST  COSTS  TO  SMALLER   BUSINESSES 


small  business,  or  whether  It  would  widen  the  already  i 
fiorrowtng  costs  of  smaller  and  larger  tints.  The  annu; 
e  of  Snail  Business"  has  prodded  conclusive  evidence  ■ 
apart  of  the  President,  March   1983,   p.  Z31). 


ding   rates  for  small   and   large   loans  i 
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1  nil  Hon)  h( 
es  for  the  sir 


for  approximately  the  Inst  year,  the  1. 
raged  about   1.671  btlojr  the  stated  pr1» 


's  excellent  report  on  the  "False  Prime." 
e  econaey.     Moreover,  these  averages  tend 


borrowers.     Accoi 


n  the  National 


t,  the  deductibility  of  inte- 
s  an  after-tax  cost  of  8,*S 
it  during  the  ■ortgage  that 


Individuals'   fines'  brack- 


UHAT  ABOUT   THE  Fl 


r  the  future  financial  condition  o 
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The  Swr 


cut  statistic!  are  against  the  background  of  a  sharply 

illln 

tlon.  and  a  multiplicity  of  comity  financial   instltu 

ions 

uslnesses  hot  convenient  and  personal   access. 

v*  that  the  Federal  Reserve  System  should  be  applauded 

or  it 

and  against  Inflation  over  the  past  four  years.     Howvt 

.  thi 

not  last  for  very   long   In  the  face  of  protracted  1200 

e  tremor  of  consolidations  that  have  run  through  the  ft 

and. 

try  threatens  to  becoae  an  earthquake  in  years  to  com; 

tudy  based  upon  tntervie-s  -1M  the  chief  executive  off 

cers 

lies,   bank  chief  operations  officers,   investment   banke 

I." 

regulators   and  legislators,  and  CEUs  of  non-bar*  fina 

a  the  conclusion  chat  the  number  of  banks  in  the  U.S.  * 

from  lb. 1)00  in  19WI  to  about  9,600  in  1990.     Small   bank 

(und 

n  assets)  eipecteb  to  suffer  a  precipitous  41  percent 

letlin 

d  conclusion  of  the  study  -as  that  bank  assets  -old  shl 

I    sig 

-y  ass 

nt  to  65  percent,  white  the  small   bank  share  declined  f 

omfl 

rcent,   and  the  medium-sized  bank   share  declined  from  26 

pence 

(New  Dimensions   in  Banking:     Hanaqlnq  the  Strategic  Pos 

Hon 

/Barm  Administration  Institute.   1983). 

«.  the  full   consequences  of  this  consolidation  movement 

cann 

visor 

discern  some  undesirable  changes  that  could  have  a   fun 

anient 

viability  of  small  enterprise. 

can   Institute  of  Certified  Public  Accontants.  In  a  st. 

enent 

11  Business  Committee  earlier  this  year,  concluded  tha 
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(1)     Bank   f 
(?)     Bank   p 


Inu*  im  abated,  this 


Integrity  and  reputation. 


luing  decline  of  snail 


■  lending  to  snail  buslne 
*  return  available  from  financial  tent* 
d  other  money  market   Instruments.' 


should  be  deeply  d 
s  our  Association  I 


26-941    O— S3 16 
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federal   policy  on  tanking  should  »  especially  KnH1«  to  the  imt  of  com 
nltles  ind  or  mi,  snI  1 .   local   IMipul   and  1  udependent  businesses. 

As  this  legislation  proceeds  through  the  Congress,  and  as  m  ourselves 

present,  «  would  only  caution  against  viewing  U.S.    3535  as  a  snail   business 
benefit  that  could  be  cited  to  justify  sueaertng  changes  in  banting  Ian  or 

Me  do  support  the  legislation  [n.R.  3535)  on  Its  a»nts  vlth  the  hope,  o 
balance,   It  alii  benefit  small   business  and  atl  concerned. 
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REPORT  OK  BUSIH£SS  BhtHRUPTClES 
Prepared  by  national   Sail]  Business  Association  —  5 

BUS1  IMS  1    Flllu 


Frca  and-1980  to  afd-1961   tour 
Clou  only  the  45.1  percent  increai 

-filed  business  bankruptcies  Increased 
year-to-year  Hie  of  the  past  ZO  year 
occurring  Mtween  1974  and  1975. 

30.1 

Eve 

epterber  3,  1981.  which  re 
11 ,076.   a  jump  of  41.8  per 

Tines,   September    3,   1981. 

rent  flgu 
lect  that 

those  wit 

total. 

es   from  Du 
business  b 
ed  ■1th  th 
a  n,a*t.  a 
mess  Fall 

llabllit 

n  1  Bradstreet 
ankniptcles   In 
e  same  35  week 
DaB  Vice  Pres 
ures  Increase. 

es  of  (100,000 

ler 

od  In 

In 

SM 

ler  businesses   (defined  if 
50.53  percent  of  the  1981 

ess) 

An 

ndustry  breakdown  of  the  D 

IB  figures 

for  the  35-week  period  1 

•s 

folio 

1981  Coapared  to  1980 

Construction 
Services 
Retailing     . 
Manufacturing 

up  48.51 

up  47.61 
up  41.41 
up  36.91 

20,   1981,  page  C8:l) 

(lings  are  on  the  basis  or  the  'statistical  year'  of  t 


hi  a  technical   natter.   It  should  be  noted  that  courts  also  accept  Joint  Petitions. 
These  are  additional   filings  where  the  husband  and  wife  both  participate  in  the 
enterprise.     These  ere  encluded  frai  the  above  figures,   because  a  "Joint  petition" 


t  has  already  filed.     Inclusion 
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EXPORT  W  BUSIHESS  MHtWPTCIES 


Prepared  by  National  Stall  Buslnes 

Association 

-  September  Zl 

1981 

Business  FallurM:     Curre 

t  Statistics 

Froa  Bid-1980  to  Mid-1981  court-file 
percent.     This  Is  the  second  largest  year 
Del  on  only  the  4S.Z  percent  increase  occu 

business  bankruptcies  Increased  30.1 
to-year  rise  of  the  past  Z0  years, 
ring  between  1974  and  197S. 

Even  aore  alarming  a 
throuin  Septetter.3,  1981 
7.312  to  11,076,  a  J  gap  a 

■ditch  reflect 

13,  1981.) 

o>ena  My ant. 
•Business  Fa 

un  1  Bradstreet  for  Janu 

he  sane  35  Keek  period  1 
a  DIB  Vice  President  in 
ures  Increase," 

COhprlsod  50.53  percent  o 

leffned  as  those 
the  1981  total 

*1th  liabilities  of  1100.000 

or  less) 

hi  industry  break  do. 

of  the  DM  figures  for  the  35-ntak  period  1 

as  foil 

1981  Cowered  to 

Construction 
Services 

Retailing     . 

Manufacturing 

up  48.61 
up  47.61 
up  41.41 
up  36.91 
up  30.11 

20.  1901,  page  C8:l 


s  a  technical   Matter,   it  should  be  noted  that  courts  alto  accept  Joint  Pttltlc 
art  additional   filings  where,  the  husband  and  wife  both  participate  In  the 
rise.     These  are  eicluded  froa  the  above  figures,  because  a  'Joint  petition* 
persons  associated  »lth  a  business  that  has  already  filed.     Inclusion 
nt  petitions  would  Inr—ase  the  business  total   for  the  1980-81  statistical 
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iges  1n  the  bartiniptcy  l»»s  brought 
.  iffecttve  October  1,   1979].     the  new  rode 

■■■■: ■■   to  file.     Tht  lew  did  establish  a  series  of 

law  for  the  first  time  which.   In  many  Instances, 
a»s.     ■  ■,..,-,■..   Code,  Sec.  522).     Hwmr,  there  were 
corporation  can  no  longer  bo  discharged 


s  they  could  under  the 


The   statistics  on  bankruptcies  since  1950,  «i  collected  by  both  the  U.S.  Courts 
and  Dun  a  Bradstreet  are  let  forth  in  •  chronological  table  attached  as  Exhibit  1. 

The  data  show  that  business  bankruptcies  have  risen  and  fallen  in  cycles. 
Frcn  mid-1981  through  mid-1970,  court-filed  bankruptcies  by  businesses  held  alaost 
constant  (averaging  about  16,200  per  year,  or  1350  per  month}.  Then  froa  aid-1971 
to  mid-1976,  the  Figure  more  than  doubled  to  35.201  (about  2900  per  month).  There- 
after, the  level  declined  until  the  end  of  1979.  when  It  stabilized  at  about  2,500 
per  month,  as  shown  in  the  following  table; 

Court  filed  bankruptcies  mid-1975  to  aid-1979 

1*75-76 3S.Z01 

1976-77 32.189 

197  7-  78 30 .528 

1978-79 29.500 

Within  a  few  months  after  the  Federal  Reserve  action  of  October  1979  boosted 
Interest  rates  to  then-record  levels,   business  bankruptcies  began  to  climb  dramatically. 
Totals  reached  an  average  of  about  3,800  per  month  In  the  spring  of  1980,  where  they 
remained  until   this  year  (1981)  when  they  hit  a  new  plateau  of  about  4,000  per  worth. 
This. can  be  seen  in  the  following  quarterly  tabulations: 

July-  October-  January-  April-    . 

September  December  Harch  June 

Statistical   Tear  1980-81  11.674  C80)         11,227   ('801       12,101  C81)     12,081   1*81) 

Statistical  Year  1979-80  8,457  C79)  7,014  ('79)        9,137   CBO)     11,473  I'M) 

Thus,  the  Dullness  bankruptcy  level   increased  63.57  percent  from  the  beginning 
of  October,   1979  to  the  end  of  June,  I960. 


Some  Industries  are  particularly  hard  hit,  such  as  construction.     According  t 
Dun  a  Bradstreet,  bankruptcy  rates  for  building  contractors  and  subcontractors  In- 
creased 48.5  percent  through  September  3,   1961   over  the  same  period  in  1980  (by 
which  time  the  casualty  figures  had  already  risen  substantially  from  the  1979  lows 
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Itarch 

I960 

1                  t 
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282 

J2S 

54 

23.68 
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358 

218 

140 

64.2! 

Other  Contractors 

4S 

22 

?3 

104. SS 

665 

463 

222 

»7.9S 

Source:     Dun  *  Bradstreet, 

..York. 
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s  They  *ay  now  owe  creditor' 
are  satisfied  through  attach!* 
s,  leaving  few  assets  for  gem 
ding.     There  Is  probably  no  o> 


e  In  October  197' 


e  Bore  than  doubled  since  the 


These  personal  bankruptcies 
bag,"  which  Is  alwst  always  cap 


0,000  (preMalnary) 
ilMcatlons  for  mil   business, 
creditors  are  left  "holding  the 
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Prominent  among  these  creditors  are  the  r«U11  en,  distributors,  builders  and 
service  enterprises  where  the  bankrupt  Ten  up  the  bills  which  caused  the  problem. 
14a  19  of  those  sre  small   business. 

For  example,  the  May  Company  reported  I960  losses  Increasing;  103.1  percent  to 
13.6  million  compared  to  1979.     For  J.C.   Penney,   losses  Increased  102  percent  to 
120.7  million.     Montgomery  Ward's  losses   Increased  117  percent  to  150.6  million, 
while  Sears'   losses  Increased  120.4  percent  to  »6.2  million  far  the  same  period. 

Local  businesses  have  the  seise  kind  of  trouble.  In  fact,  some  of  Urn  regional 
Independent  stores  which  are  members  of  the  National  Retail  merchants  Association, 
reported  1980  losses  Increasing  over  200  percent  compared  to  1979. 


These  cycles  raise  the  question  of  how  interest  rates  affect  bankruptcies, 
can  be  seen  from  comparing  Interest  rate  movements  with  the  bankruptcy  cycles 
:unented  by  Dun  1  Bradstreet  and  the  U.S.  Courts,   bankruptcies  have  tracked  the 
merest  rate  very  closely         recent  years.     This  is   illustrated  by  the  chart 
cached  as  Exhibit     .  which  was  prepared  by  the  Small  Business  Committee  of  the 

In  technical   tens     the  correlation  between  real   Interest  rates     e.g.,  the 
rlnal  rate  minus  the     nflatlon  rate  [GNP  deflator]  was  74.5  percent  during  the 
ear  period  coverd  by  the  chart  and  73.47  percent  for  the  5  years   from  1976  to 
II.     Economists  say   that  74  percent  constitutes  a  "direct  and  significant  corre- 
:1on"  between  these  two  factors. 

Higher  interest  rate  movements  can  affect  a  business  directly  and  indirectly 
several  ways.     They  add  to  the  costs  of  financing  the  production,   distribution, 
lentorylng  and  sale  of  merchandise.     They  are  alio  a  factor  In  willingness  of 
isuners  to  purchase  the  product. 

uteres     rates  alio  Impact  general   economic  conditions  with  multiple  effects 
small  firms. 

"correlation"  does  not  spell  Out  how  two  factor*  relate  to  each 
r  factors  may  be  involved.    But  a  correlation  does  Indicate  some 
kind  of  a  relationship         in  lesse     or  greater  degree  —  and  a  correlation  as  high 
as  74  percent  Indicates  the  relationship  1s  Close  and  meaningful. 

The  plight  of  Industrie 
sensitive  to  Interest  rates 
confirm  this  relationship. 


Effects  on  Employment 
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approximately  80  percent  of  all   new  jobs.     Professor  David  Birch  of  H.I.T.  found 
that  Independent  enterprise!  with  20  or  fewer  eaaployeei  accounts  for  52  percent 
of  net  new  private  sector  Jobs  between   196?  and  1976.     Thus,  as  bankruptcies  Increase 
anorv)  smII  flrns,  job  generation  aay  be  Inhibited,  existing  Jobs  threatened,  and 

Since  each  one  percent  Increase   In  the  unemployment  rate  (appr  pi  Intel/  equal 
to  one  million  persons)   deprives  the  U.S.  Treasury  of  125  to  1?9  billion  in  taa 

businesses  —  can  translate  Into  larger  budgetary  and  economic  problems. 


effects  of  unemployment  (' 
Complications  for  Mental 
Economic  Comii  tl  -     Hnt 


or  at  Johns  Hopkins  University  researched  the  social 

Mting  the  social  Costs  of  national  Econ '   " 

hy slcal   Health"  by  Professor  Harvey  Bren 
ber  26,   1976). 

ing  periods  of  higher  unemployment,  use 


not  only  to  employees,  but  to  small  busir 
be  iubject  to  great  financial  and  person. 
In  which  they  have  Invested  a  significant 
especially  if  these  efforts  were  unsucces 


nattered,   exacting  a  "toll  of  personal   tragedy". 
s  therefore  of  great  concern  for  both  econoalc 
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BUSINESS  FAILURES 


'  E.clutlve  of  Joint  Petition; 
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Chairman  St  Germain.  I  wouldn't  be  at  all  concerned — as  you 
were  in  the  last  phrase,  prior  to  the  last  phrase — that  this  be  con- 
sidered as  a  big  boon  to  small  business  and  therefore  be  used  as  a 
tradeoff  for  other  items.  I  don't  know  whatever  possessed  you  to 
put  that  in  there.  If  anything,  you  might  encourage — have  given 
thought  to  someone  that  they  never  had. 

Mr.  Gulan.  The  thought  came  to  us  from  small  bankers  who  are 
themselves  small  businessmen. 

Chairman  St  Germain.  Fortunately,  it  didn't  come  from  any 
Members  here. 

Mr.  Gulan.  I  didn't  mean  to  imply  that,  sir. 

Chairman  St  Germain.  All  right. 

Luckily,  the  small  bankers  don't  do  the  legislating,  with  all  due 
deference  to  them.  Of  course,  they  are  wonderful  people.  When 
they  get  to  be  Members  of  Congress,  however,  they  become  bril- 
liant. 

Mr.  Barnard.  Excuse  me,  Mr.  Chairman.  I  missed  something. 

Teeny,  weeny  bankers? 

Chairman  St  Germain.  Now  we  will  hear  from  Mr.  Hacking,  as- 
sistant legislative  counsel,  American  Association  of  Retired  Per- 
sons. 

Mr.  McKinney.  When  you  are  first  elected  to  Congress,  I  would 
suggest,  you  don't  have  enough  money  to  worry  about  what  inter- 
est you  get  on  deposits. 

Mr.  Barnard.  At  least  we  can  leave. 

Chairman  St  Germain.  With  a  little  luck,  we  will  get  to  you,  Mr. 
Hacking. 

STATEMENT  OF  JAMES  M.  HACKING,  ASSISTANT  LEGISLATIVE 
COUNSEL,  AMERICAN  ASSOCIATION  OF  RETIRED  PERSONS,  AC- 
COMPANIED BY  RALPH  BORSODI,  CONSULTING  ECONOMIST 
FORAARP 

Mr.  Hacking.  Thank  you,  Mr.  Chairman. 

On  my  right  is  Mr.  Ralph  Borsodi,  consulting  economist  to  the 
AARP,  an  organization  representing  nearly  15  million  persons  age 
50  and  older. 

Chairman  St  Germain.  Under  that  circumstance,  we  will  put 
your  entire  statement  in  the  record,  and  you  may  proceed. 

Mr.  Hacking.  Thank  you,  I  shall  summarize. 

We  have  an  intense  interest  in  increasing  the  price  discipline  of 
the  marketplace.  Price  inflation  remains  the  greatest  potential 
threat  to  the  economic  well-being  of  the  elderly. 

AARP  would  like  to  see  interest  rates  paid  and  received  by  fi- 
nancial intermediaries  fresh  from  Government  regulation,  subject, 
however,  to  continued  Government  protection  against  various 
rates.  The  private  sector  is  best  equipped  to  determine  the  terms  of 
borrowing  and  lending  and  the  myriad  sets  of  interest  rates  needed 
as  the  demand  for,  and  the  supply  of  money  rise  and  fall. 

The  argument  that  the  terms  of  business  of  financial  institutions 
should  be  largely  deregulated  does  not,  however,  lead  to  the  conclu- 
sion that  financial  institutions  should  be  totally  free  to  mix  finan- 
cial and  commercial  operations.  Depository  institutions  clearly 
cannot  be  allowed  to  engage  freely  in  commercial  operations. 
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Such  conduct  always  opens  up  the  possibility  of  serious  conflicts 
of  interest.  Financial  institutions  which  have  the  power  to  create 
deposit  money  must  always  be  the  subject  of  special  regulations 
with  the  intent  of  stabilizing  the  money  supply. 

From  these  remarks,  the  committee  should  understand  that  the 
AARP  supports  the  objectives  of  H.R.  3535,  the  Demand  Deposit 
Equity  Act.  We  would  hope  this  committee  would  consider  broaden- 
ing the  bill  so  that  the  depository  institutions  would  have  the  same 
freedom  in  dealing  with  deposits  made  by  individuals  as  they 
would  have  in  dealing  with  deposits  made  by  business. 

We  have  not  had  the  time  to  analyze  the  import  of  the  October  1 
deregulatory  actions  of  the  DIDC,  but  we  wish  the  DIDC  would  bite 
the  bullet  and  lift  remaining  regulatory  limits  on  interest  rates 
payable  on  deposits  made  by  individuals. 

The  indications  are  that  no  destructive  competition  will  follow 
an  acceleration  of  DIDC  deregulation.  The  facts  seem  to  be  that 
much  of  the  past  historical  concern  over  the  presumed  baleful  ef- 
fects of  competition  led  this  country  into  an  era  of  excessive  indus- 
trial and  commercial  protectionism  and  excessive  toleration  of  high 
cost  operations,  a  situation  that  has  contributed  to  a  gradual  weak- 
ening of  the  U.S.  economy. 

AARP  has  been  asked  by  the  committee  to  comment  on  activities 
of  money  brokers  who  provided  a  significant  portion  of  the  unin- 
sured and  insured  deposits  of  the  Penn  Square  Bank  of  Oklahoma 
City  that  failed  last  year.  We  do  not  see  the  propriety  of  holding 
money  brokers  responsible  for  examining  the  financial  conditions 
of  banks  for  whom  these  brokers  may  be  soliciting  deposits.  Obvi- 
ously, these  brokers  may  be  held  accountable  for  making  any  mis- 
representations, but  the  responsibility  for  the  losses  on  uninsured 
accounts  should  be  apportioned  among  bank  examination  practices, 
the  carelessness  of  institutional  depositors  which  looked  for  high 
returns  without  properly  assessing  risks,  and  the  U.S.  Government. 
The  Government  shares  responsibility  through  deposit  insurance, 
which  has  come  to  be  looked  upon  as  covering  both  insured  and  un- 
insured bank  liabilities  under  the  so-called  Phoenix  procedures  for 
the  restoration  of  failing  depository  institutions. 

The  recent  studies  show  that  Federal  deposit  insurance  provides 
implicit  capital  to  depository  institutions  with  federally  insured  de- 
posits. The  financial  institutions  enjoying  the  use  of  this  implicit 
capital,  operate  with  less  balance  sheet  capital  and  obtain  their 
"managed"  liabilities  at  lower  rates  of  interest.  This  is  an  encour- 
agement, we  think,  to  risk  taking  and  "go-go"  banking  practices. 

AAKP's  recommendations  to  inhibit  repetitions  of  the  Penn 
Square  debacle  are  several.  First,  Federal  deposit  insurance  should 
be  reformed  so  that  go-go  banking  by  insured  depositories  is  dis- 
couraged. This  reform,  we  think,  should  include  the  introduction  of 
variable  risk  deposit  insurance. 

Second,  the  State  and  Federal  bank  examination  practices  should 
be  coordinated  so  that  the  timely  discovery  of  unsound  lending 
practices  becomes  a  matter  of  routine  rather  than  a  matter  of  ex- 
ception. 

Three,  disclosure  should  be  made  to  the  public  of  suspected  or 
actual  lending  practices  which  are  deemed  to  be  higher  in  risk 
than  normal  practices. 
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Finally,  there  should  be  a  thorough  review  of  laws  concerning 
conflicts  of  interest.  Certainly,  stronger  personal  penalties  should 
be  applied  to  flagrant  abusers. 

It  is  argued  that  we  are  now  in  an  age  of  financial  innovation, 
which  will  totally  change  the  way  financial  services  are  marketed. 
The  AARP  does  not  object  to  change  stimulated  by  new  technology 
or  by  market  forces.  However,  severe  conflicts  of  interest  can  arise 
between  banks  or  financial  institutions  empowered  to  create  depos- 
it money  and  commercial  enterprises  when  they  are  commonly 
owned. 

We  urge  this  committee,  therefore,  to  proceed  slowly  and  cau- 
tiously in  extending  the  powers  of  banks  and  of  bank  holding  com- 
panies to  enable  them  to  engage  in  nonbank  financial  activities. 

That  concludes  my  remarks.  Thank  you. 

[Letters  of  invitation  to  Mr.  Brickfield  of  the  American  Associ- 
ation of  Retired  Persons,  dated  September  16  and  September  23, 
1983,  and  the  prepared  statement  of  Mr.  Hacking,  on  behalf  of  the 
American  Association  of  Retired  Persons,  follow:] 
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Mr.  Cyril  F.  Brickfield 

Executive  Director 

American  Ajjociatitn  of  Retired  Prisons 

1509  K  Street,  N.W. 

Washington,  D.C.  20049 


The  Subcommittee  on  Financial  institutions  Supervision,  Regulation  and 
insurance  will  commence  hearings  on  September  21  on  the  provision*  ol  HJt. 
3939,  the  Demand  Deposit  Equity  Act  of  1913,  which  would  authorize  the 
payment  of  interest  of  all  checking  accounts. 

As  you  know,  nationwide  NO*  accounts  were  created  In  the  93th 
Congress.  However,  authority  to  extend  NOW  account*  to  businesses  and 
corporation!  has  been  questioned,  and  In  3une  the  Depository  InrEltutioni 
Deregulation  Committee  asked  the  Congress  to  specifically  authorize  ottering 

interest  bearing  demand  deposit  accounts  to  a"  " — " ..■.—-.  i-.  -,--_— 

Enclosed  lor  your  information  Is  a  copy  of  tl 

Introduced  HJt.  3333  last  month.     ~ 

made  yesterday  whan  Mr.  Wylie  and  I  introduced  the  Adndnlstratiornt  ir 

on  demand  deposit*  bill  at  the  request  of  the  DIDC. 

Your  testimony  or  that  of  your  designee,  will  be  of  great  assistance  to  the 
Subcommittee  m  itt  consideration  of  HJt.  3333.  Accordingly,  we  have 
scheduled  your  testimony  for  lOtOO  a.m.  on  October  6  In  Room  2128  of  the 
Raybum  House  Office  Building.  In  accordance  with  Committee  rules,  please 
deliver  130  copies  of  your  prepared  statement  2*  noun  In  advance  of  your 
appearance  to  the  Subcommittee,  Room  B303  Raybum.  it  1*  also  requested  that 

your  limit  your  oral  testimony  to   10  minutes   to   — ■-■-  '-■■*■ ' 

Your  pi 


Sincerely,         -,     / 


Femand  3.  St  Germain 


„Google 


September  23,  IMS 


Mr.  CyrU  F.  Brickfield 
Executive  Director 
American  Association  of  Retired  Pi 
leal  K  Street,  N.W. 
Wuhii«ton,  D.C.  10049 

Deer  Mr.  Brickfield: 


deliberations  on  H.R.  till,  the  Subcommittee  ihould  know  n 
activities.  Therefore,  In  addition  to  your  testimony  on  H.H.  3535  pursuant  to  my 
letter  of  September  IS,  1913,  please  provide  the  Subcommittee  with  your  views 
on  the  public  risks  and  banaflta  associated  with  the  activities  of  money  broken. 
A  copy  of  my  recant  letter  to  the  federal  regulatory  agencies  eoneemlng  money 
broken,  and  related  material,  is  enclosed  fa '■■* 


„Google 


'   JAMES  H.    HACKING 


I.       INTRODUCTION 

On   behalf   of   out   membership,    the   American  Association  Of 
Retired   Persons,    vc  thank    the   Chairman,    Petnand  J.    St   Germain, 
the   Members   of    the   Subcommittee,    and   staff,    for    the   invitation  to 
testify  on  the  provisions  of  H.R.   3535,   *Tbe  Demand  Deposit 
Equity  Act  of  19B3",   and   related  matters. 

My   name    is   James   M.    Backing,    Assistant  Legislative   Counsel 
for  AARP.      with  me  today   is    Ralph  Borsodi,   a  consulting 
economist   for   AARP.      He   speak   as    consumer    representatives,    that 
is,    for   the  users  of   financial   services,   but  specifically   in  the 
interests  of  our  elderly  membership  of   some  14   million  persons. 
AARP  has   been  active  for   nearly  a  decade   in  urging  the 
deregulation  of   financial   institutions   in   respect  to  the 
government  determining  the   interest   rates  which  they  night   offer. 
AARP  has   also  been   active   in  encouraging  the  deregulation  of 
other   industries,   notably  transportation,   in  order  to  combat  the 
cost  and  price   inflation  promoted  by  protected  industries. 

The  different  points   of  view  of  protected  industries,   unions, 
management   operating    under   deregulation,    and    consumers   of 
services   have  been   highlighted  during  the  past  ten  days  by  the 
media   in   reporting  on  the  action  of  Continental  Airlines'   filing 
for   the  protection  of  Chapter  11   under   the  Bankruptcy  Laws. 
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Deregulation  has  not  come  out  too  well  in  this  publicity. 
Deregulation  of   the   airline   industry   has   been   blamed   for 
disrupting   smoothly  operating  air   services,    bankrupting   airlines, 
and   causing   cuts   in  pay   for   airline   employees.      The   cartoonist, 
Hurb  Block,    has   amusingly  portrayed   the  deregulated  airline 
industry  as  a  cripple  falling  over  a  cliff.    [The  Washington 
£flfi£j.     September   30th.)      The   point  of   view,    which  has   been 
largely  neglected  in  this  reporting,   has  been  that  of  the 
consumer   --   the   passenger   paying   the   fare. 

As   a   protected   industry,   airlines   flew   to  many  points   not 
economically   justified.      Airline   employees    became   well 
compensated.     The  containment  of  operating  costs  was  not  a 
critical  issue  for  most  airline  managements,    since  fares  could  be 
raised,    with   limited   concern   that   competitors  would   take  business 
away.      The   consumer,    the   airline   passenger,   paid   the   bill   since 
they  could  not   afford   to   lose   the   time   involved   in   using 
alternatives  of  transportation  on  land. 

Under  deregulation   of   air   transportation,    the   painful   process 
of   shaking   out    inefficient   practices    is   taking   place.      The   most 
dramatic  of  these  adjustments   is  that  highly   inefficient 
airlines  will  go  out  of  business.     Jobs  are  lost  and  wages  cut 
when   operating   airlines   cut   back   on   their   costs.      Air    fares 
become   competitive.      As   The   New  York  Times      editorially   commented 
on   September   30th,      "Over   time,    true   competition  among  airlines 
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should  deliver  the  most  important  benefit;     the  best  possible 
value   for   every   passenger's  money". 

aarp  has  an  intense  interest  in  the  price  disciplines  of  the 
marketplace   because   price   inflation   is   the  bane   of   the  elderly. 
AARP  would   like   to   see   interest   rates   paid   and   interest    rates 
received  by  financial  intermediaries  freed  from  government 
regulation,   subject  to  protecting  borrowers  from  being  exposed  to 
usurious   rates   of    interest.      The   private   sector    is   best   equipped 
to  determine   the  myriad  sets   of    interest   rates   needed   as   the 
demand   and   supply   of   money  separately   rises   and   falls.      The   terns 
of   borrowing   and   lending   should   also  be  determined   by   the   private 
sectori    with   a  minimum  of   government   interference.      The  markets 
can   determine   equitable   interest   rates,   which  maximize  economic 
efficiency   in   the  non-financial   sector,   given   adequate 
competition   among   financial    institutions. 

The   argument   that   the   terms   of   business  of    financial 
institutions   be   largely   deregulated   does   not   lead   to  the 
conclusion   that   financial    institutions   should   be  deregulated   in 
the   sense   that   they  should   be   totally   free  to  mix   financial   and 
commercial   operations.      Depository    institutions,    and   financial 
institutions   holding   funds    in   trust,    clearly   cannot   freely   engage 
in   commercial   operations,    which  conduct   always   opens   up   the 
possibility   of   serious   conflicts   of    interest,      financial 
institutions   going   by   the   name   of   banks,    or   by  any  other 
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designation,  which  have  the  power  to  create  deposit  money,  must 
always  be  the  subject  of  special  regulations  with  the  intent  of 
stabilizing  the  money  supply.  The  1970s  should  have  taught  all 
of  us  that  carelessly  expanding  the  money  supply  can  be  one  of 
the  causes  of  double-digit  rates  of  inflation. 

II.       "THE   DEMAND    DEPOSIT   EQUITY    ACT   OF   1983"     (K.R.       3535] 

From  our    introductory   remarks,    the   Committee  will   understand 
that  we  are   in   sympathy   with   the   objectives   of    this   bill   which 
will  give  depository   institutions   the   freedom   to  determine 
whether   or   not   they  wish   to  extend   interest   payments   to  demand 
deposits   by  business  and   to   determine   the   rate   of   the   interest 
payments.      Ke  would  hope   that   the   Committee  will   broaden   the   bill 
so   that  depository   institutions  will   have   the   same   freedom   in 
dealing   with   deposits   made   by    individuals.      We   have  not   had  the 
time   to  digest   the   import   of    the   October   1st   deregulatory  actions 
of   the  DIDC,    hut   our   impression   is   that   the  DIDC  should   bit*   the 
bullet   and   lift   the   remaining   regulatory  burden   from  various 
types   of   deposits   made  by   individuals.      Me   urge   the   Committee   to 
consider   extending   their    regulatory   actions   to   individual   demand 

The   indications   are   that   no   "destructive"   competition  will 
follow   an   acceleration  of   DIDC  deregulation.      Indeed,    these   fears 
take   us  back   some   five   decades    to   the   era  of   the   "Great 
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Depression",    whose   causes   were   not  well   understood   but   thought   by 
many   to  be   a   product   of   excess   competition. 

The   payment   of    interest   on   demand   deposit   accounts  was 
thought    in   the   1920s   and   1930s   to  be   a  destructive   form   of 
competition,    which  could   lead   to  widespread  bank   failure.      Bank 
customers  were   assumed   to  be   constantly   changing   bank   deposits 
from   bank   to   bank,    as   they   sought    higher   interest   rates   on   demand 
deposits.      Banks,    in   turn,   were   thought    to  be   seeking   more 
speculative   investments   in   order   to  meet   constantly   rising 
demands   for   higher    interest   rates. 

This   is   not   the   way   most   bank   customers   and   the   banks   conduct 
their   relationships.      The   bank   customer   knows   that  his   deposits 
are   an    important   influence   on  a   bank's   decisions   to  grant   lines 
of   credit   to   the   customer.      Banks    seeking   higher   and   higher 
returns   through   increasing   the   level   of   risks   on   their   lending 
increase   their  bad   debts.      Nevertheless,    excessive   competition 
was   thought   to   be  weakening   the  banks,    who  were   failing   in   large 
numbers   in   the   early   1930s.      The   Banking  Acts   of  1B33   and   1935 
prohibited   the   payment  of   interest   on   demand   deposits   by   banks, 
as   well  as   insured   non-member   banks,    and   mutual   savings  banks. 
The  Garn-St  Germain   Act    recently   extended   this   prohibition   to 
Federally-chartered   savings   and   loan   associations   and   savings 
banks.      Thus,    all   institutions,    who   are  authorized   to  accept 
demand   deposit   accounts   from   their   customers,    are  prohibited  from 
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paying  interest  on  these  accounts. 

Students   of   the   "Great   Depression"   and   its   bank   failures    find 
little  to  support  the  theory  that  payment  of  interest  on  demand 
deposits   contributed   to  bank   failures.      The   facts  were   that   the 
banks  importantly  contributed  to  the  speculative  excesses  of  the 
late  1920s   and   those   which  did   not,    but   still   failed,   were 
engulfed   in   the  maelstrom   of   the   shrinking   liquidity  of   the 
economy   as   the  Great  Depression  progressed.      Nevertheless,    the 
severity   of   the  Great  Depression  was   blamed   on  excessive 
competition.      The   National   Recovery  Act,    whose   device  was    the 
Blue   Eagle,   was   an   early  product   of    the   New  Deal.   The  BRA  hoped 
to   totally   supplant   "cutthroat"   competition  by   industry  agreement 
on   "fair   prices*   and   on   'fair   competition*.      Although   the  URA  was 
brought  down   (in  its  infancy)    by  a  chicken  dealer  from  Brooklyn, 
who   challenged   its   constitutionality,   some   50   years   later   —  and 
after  decades  of  industrial  protectionism  —  we  find  ourselves 
still  thinking  in  terms  of  the  government  setting  fair  prices  and 
leveling  both  ends  of  the  paying  field  with  their  bulldozers. 
The   facts   seem   to  be   that  much  of   our   concerns   over   the   presumed 
baleful  effects  of  competition  has  led  us  into  an  era  of 
excessive   industrial   and   commercial  protectionism  and   excessive 
toleration  of   high  cost   operations.      Protecting  what   is   thought 
to   be  a   fair   operating  margin   for   everybody   has   importantly 
contributed   to  weakening- the   0.5.    economy,   whose   productivity  bas 
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been   clearly  shrinking. 

He   endorse    the   intent   of   H.R.    3535    to   deregulate   restrictions 
placed   on   depository   institutions   from  paying   interest   on 
business   demand   deposits   as   a   move  which  will  promote   the 
efficiency  of   our   financial    institutions    in   serving   the 
non-financial   markets.      We   strongly   urge   the  Committee   to  extend 
their   legislation   to   individuals,    who  must   etill   endure  a 
bewildering   set   of    regulations   on   their  deposit    and   savings 
accounts,    more   than   3   years   after   the   passage   of   the  Depository 
Institutions  Deregulation   and  Monetary  Control   Act   of   1980. 

III.       LOAN    POLICIES   AMD   HONEY    BROKERS 

The   Committee   has   asked   us   to   comment  on   the   activities   of 
money   brokers,    who   provided  a   significant   portion  of   the 
uninsured  and  insured  deposits  at  the  Penn  Square  Bank  of 
Oklahoma  City,  which  failed  last  year.     We  do  not  see  the 
propriety  of  holding  money  brokers   responsible  for   examining  the 
financial   condition  of   banks    {and   their   lending   policies)    for 
whom   they   may   be   soliciting   deposits.      Obviously,    they   may  be 
held   for   making   any   misrepresentations,    but    the   responsibility 
for    the   losses   in   the   uninsured   accounts   must   be   shared   between 
bank   examination   practices    (which   failed   to   promptly  disclose   the 
questionable   lending  procedures   of  Penn   Square  Bank],    the 
carelessness  of   the   institutional   depositors    (who   looked   for   high 
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returns   without   properly   assessing   the   risks),    annd   the  U.S. 

The  U.    S.   Govenment   shares    i  esponsibility   through  deposit 
insurance,    which   had   come   to  be   looked   upon   as   covering  both 
insured  and   uninsured  bank   liabilities,    under   the   so-called 
Phoenix   restoration  of   failing   depository   institutions.      Under 
the  Phoenix   procedures,    the   depository  guarantee  agencies   of   the 
U.S.    Government   made  whole   substantially   all   of   the   liabilities 
of   the   failing   depository   institution,   which   was    then   merged  with 
another   good   institution.      This   has    been   viewed   as   a   cheaper 
alternative   than    to  pay  off   the   insured   depositors.      Also,    the 
operations   of   the   failed   institution   could   be  carried  on  with   no 
interruption   and  with   no   inconvenience   to   the   insured   depositors. 
The  merits   of   the   Phoenix   procedure  are   considerable.      However, 
the  Banking   Committee   is   to  be   commended   for    sponsoring  an 
examination  of   the   workings   of   federal   deposit   insurance.      The 
recent   studies   show   that   federal   deposit   insurance   provides 
implicit   capital   to  depository    institutions  with   federally 
insured  deposits.      The   financial    institutions   enjoying   the   use   of 
this   implicit   capital   operate  with   less   balance   sheet   capital   and 
obtain   their   "managed"   liabilities   at   lower   rates   of   interest. 
This   is  an   encouragement   to   "Go-Go"   banking   expansion,    under 
which  a  premium   is   placed   on  growth.      The   federal   deposit 
insurance  agencies  have  recommended  —  if  rather  tentatively  ~ 
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variable   deposit    insurance   premiums,    so   that   institutions   engaged 
in   higher    risk   lending   operations   pay   higher   deposit    premiums. 
The   difficulties   of   assessing   these   risks   and   setting 
differential  premiums  on  deposit  insurance  are  formidable. 
Consideration  must  also  be  given  to  the  propriety  of  Phoenix 
recovery-type   operations   for   failing   depository   institutions. 
The  seriousness  of  these  issues  over  the  use  of  'implicit* 
capital   provided  by   the   government   is   accented  by   the   positions 
of   the   larger  banks,    many  of   whom   have   foreign   loans 
substantially  larger  than   their  balance  sheet  capital. 

On   this   issue   we  commend   to   the   Committee   the   analysis   and 
recommendations   of   Professor    Edward  J.   Kane   of   Ohio  State 
University  who  testified  before  the  Senate  Banking  Committee  on 
June   21st   of   this   year.      The   need   to   restore   market  disciplines 
to   lending   practices   is  emphasized   in   the   following   statement   by 

"The   deposit    insurance   subsidy    risk-taking   has   greatly 
increased   the   fragility   of   our   financial   system.      To  cut 
back   voluntary   risk-taking   it   is   necessary  not  only   to 
re-price   but   also   redesign   the   existing   system   of 
deposit   insurance   coverage.      The   FDIC   and   FSLIC  must 
develop  incentive-compatible  insurance  contracts  and 
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they  must   price   them   fairly.      In   a   world   in  which  deposit 
institutions   aie   highly   leveraged   and   interest   rates   are 
highly   volatile,    systematically   underpricing   deposit 
insurance   guarantees   encourages   deposit    institution  managers 
to  position  themselves  on  the  edge  of  financial  disaster. 
Metaphorically,   deposit   insurance   authorities   are   paying 
deposit   institution  managers  to  disco  on  window  ledges  of 
financial   skyscrapers   all   over   the   country.      The   task   of 
deregulation  is  to  get  those  managers  back  inside  the  walls 
before   it   becomes   too   late." 

AABP's   recommendations   to   inhibit   repetitions   of   the   Perm 
Square  debacle  are  several: 

*  Reform   federal   deposit   insurance   so   that   "Go-Go" 
banking   by   insured  depositories   is   discouraged,    rather   than 
encouraged;    initiate  variable   risk   deposit    insurance! 

*  Coordinate  state  and   federal   bank   examination 
practices,   so   that  the  timely  discovery  of  unsound  lending 
practices   becomes    routine,    rather   than   exceptional. 
Disclose   to   the  public   suspected  or   actual   lending 
practices   which   are   deemed   to  be   higher   in   risk    than   normal 
practices.     Raise  deposit   insurance  premiums  to  equate  with 
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*  Review   laws   relating   to  conflicts   of    interest 

of   loans   from   banks.      Stronger   personal   penalties    should 
be   applied   to  flagrant   abuses. 

FINANCIAL    INNOVATION 

It   is   argued   that  we  are  now   in   an   age   of   financial 
lovation,    which  will   totally   change   the   way   financial    services 
;   marketed.      The   expectation   is   that  we  shall   have   financial 
>e rmarkets ,    where  one   may  hank,    buy   stocks    and   bonds,    buy   real 
:ate,    buy    insurance   buy   annuities,    etc.      AARF   does   not   object 
change   stimulated   by   new   technology   or   by   market   forces.      We 
.ieve   that   the  government   should   not   restrain   change,    which 
;ket   forces   find    to   be  more   efficient   in   servicing   customers, 
vever,    new   technology   does   not   alter   the   fact   that   severe 

stitutions   by   any  other   name,    which   are   empowered   to  create 
)osit   money,    and   commercial   enterprises,    when   they  are   commonly 
led.      The   government   is   urged   to  exercise   a  great   deal   of 
ition   in   extending    the   powers   of    institutions   empowered   to 
■ate   deposit   money   so   that   they   may   engage   in   commercial 
wsactions.      We   can   all    run   for    the   woods    if   our   bank   is 
ihorized   to  make   loans   to   its  wholly-owned   subsidiary  —   a 
il    estate   development   corporation.      Even   if   the  borrowing 
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corporation   le  an   affiliated   company ,    the  conflict   of   interest 
possibilities  could  be  intolerable. 

Consider   some   of   the   conflict   of   interest   possibilities   that 
can   arise   in  non-bank   financial    institutions.      On   September   26th, 
Baldwin-United   filed   under   Chapter   11   of   the   Federal   Bankruptcy 
Code  in  New  York.     Until   these  proceedings  were  instituted,    sales 
of   its  shares  and  financial  services  were  touted  by  sone  of  the 
most    respected  financial   service   firms   in   the   country.      It   is 
repotted   that   there  were   six  Baldwin   units,    which  sold   some   $3 
billion   in   annuities.      It   must   be   feared   that   some   of   these   funds 
flowed   into  acquisitions  made   by   this   conglomerate,    and   that 
these   funds   may   be   only   partially    recoverable.      The   facts  nay  not 
be  known   for   some   time.      For   many  months,    possibly  years,    the 
purchasers   of   these   annuities  may  not   have   the   use   of   their 
funds,    and    they   may   suffer   important  losses. 

We  cite  the  above  as  a  sample  of  conflict  of  interest,  which 
could  apply  to  banks  engaging  in  an  expanded  variety  of  non-bank 
financial  activities.  He  urge  the  Committee  to  proceed  slowly  on 
extending  the  powers  of  banks,  and  of  bank  holding  companies,  to 
engage  in  non-bank  financial  services. 

V.       SUMMARY 

AARP  urges  the  federal  government  to  withdraw  —  as  rapidly 
as  possible  —  from  setting  the  prices  of  bank  services  and  from 
setting  the  interest  rates  paid  by  banks  to  various  classes  of 
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depositors.      Competition   among   banks,    savings   and   loans,    credit 
unions   and   depositories   by   any  other   name  will   ensure   the 
efficient  determination  of   interest   rates   and   charges   made   for 
services.      The  belief   that   the   Federal   Government   should 
determine    "fair   prices"   and   'fair*    terms   of   trade   dates   back   to 
the  Great  Depression,    the  New  Deal,   and  the  fear  of  the  cold 
winds   of   competition.      The   psychology   that   the   Federal   Government 
should   provide   everyone   with   a  comfortable   margin   over   operating 
costs   has   been   an   important   factor    in   the  drop   in   productivity   in 
the  country. 

aarp  is  in  accord  with  the  intentions  of  U.K.  3535,  which 
will  deregulate  business  demand  deposits  from  outdated  controls. 
We   urge   the   Committee   to  amend   H.R.   3535   so   that   it   also 
deregulates   controls   over   personal   bank   deposits,    and 
particularly,   so-called   passbook   savings   accounts.      These   are   the 
small  savings  accounts  of  the  country,    including  the  savings  of 
large   numbers   of   elderly      persons.      Equity  demands    that   these 
ceilings  be  removed  without  more  delay. 

AARP   believes   that   the   brokerage   of   uninsured   and    insured 
deposits  should  not  be  the  subject  of  regulation.     Bank  managers 
bear   the   responsibility   for   checking   out   the   prudence   of   their 
advances.      Bank   examination   on   the   state   and   federal    levels 
coordinated,    the   findings   of   the   examiners   should   be  publicly 
disclosed,    and    the   banks   should   be   rated   for   variable   premiums 
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for  insuring  deposits.     The  present  system  of  fixed  insurance 
premiums  with  a  payout  of  all  bank  liabilities  under  "Phoenix' 
arrangements   for    rescuing   failing   depository   institutions   is 
tantamount   to   the  government  providing   extra   capital   to  the  bank 
system.     This  is  referred  to  as   implicit  capital,  since  in  the 
event  of  failure  it  covers  both  uninsured  and  insured  bank 
liabilities.     The  insurance  system  encourages   "Go-Go"  banking, 
under   which  bank   management  pursues   growth,    both   through  managed 
liabilities   for    the   additional    funds   and   through   the   acceptance 
of   higher   levels  of    risk   on   their   advances.      We  urge   the 
Committee   to   pursue    reform  of    the   deposit    insurance   systems. 
Finally,   we   urge   the  Committee   to  move   slowly   on  what   is 
called   financial    innovation,   but   what   seems   to   us   is  a  drive  by 
banking   interests    to  expand   into   commercial   activities.      Conflict 
of    interest   questions  must   be   carefully   examined.      Banking 
institutions,    which   have   the   power   to   create  demand   deposits, 
already   have   a   license   of   the   most   valuable   kind,    as   witnessed  by 
the   great   size   of   a  number   of   our   commercial   banks.      The 
Committee   must   examine   the   propriety  of   banks   making  advances   to 
their   own   commercial    interests    in   competition  with   others   who 
must    seek   bank   accommodations. 
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Chairman  St  Germain.  Mr.  Nishimura,  legislative  representa- 
tive, Consumer  Federation  of  America.  We  will  put  your  entire 
statement  in  the  record.  You  may  proceed. 

STATEMENT  OF  GLENN  NISHIMURA,  LEGISLATIVE 
REPRESENTATIVE,  CONSUMER  FEDERATION  OF  AMERICA 

Mr.  Nishimura.  Thank  you,  Mr.  Chairman. 

I  am  Glenn  Nishimura,  legislative  representative  for  Consumer 
Federation  of  America.  CFA  is  a  federation  of  over  200  local,  State 
and  national  consumer,  rural,  senior,  labor,  and  cooperative  groups 
with  a  combined  membership  of  over  30  million.  We  are  pleased  to 
offer  our  comments  on  H.R.  3535,  the  Demand  Deposit  Equity  Act 
of  1983,  and  H.R.  3895,  the  Demand  Deposit  Deregulation  Act. 

For  consumers,  the  deregulation  of  the  financial  industry  is  a 
mixed  bag  of  expanding  opportunities,  dangerous  pitfalls,  and  mass 
confusion.  We  are  on  a  train  that  is  speeding  toward  deregulation, 
and  there  seems  to  be  no  turning  back.  The  bills  under  considera- 
tion at  this  hearing  are  a  natural  part  of  that  deregulatory  envi- 
ronment. And,  as  such,  we  expect  the  repeal  of  the  prohibition  of 
interest  payments  on  demand  deposits  as  a  foregone  conclusion. 

Our  comments  today,  rather  than  denying  that  eventuality,  will 
focus  on  the  appropriate  timing  of  such  a  repeal,  the  effect  of  the 
repeal  in  the  context  of  other  deregulation  occurring,  and  specific 
concerns  that  CFA  has  about  the  impact  of  deregulation. 

The  payment  of  interest  on  demand  deposits  is  not  a  priority 
issue  for  consumers.  CFA  believes  that,  at  this  juncture  in  the  de- 
regulatory process,  more  attention  should  be  given  to  the  changes 
that  have  already  happened.  There  is  no  doubt  that  consumers  are 
in  a  state  of  confusion  over  which  alternatives  are  best  suited  for 
their  particular  needs.  The  recent  change  in  the  time  deposits  of- 
fered by  financial  institutions  is  a  case  in  point. 

This  mix  of  interest  rates,  monthly  fees,  minimum  balances  and 
transaction  charges  confuses  even  the  most  sophisticated  bank  cus- 
tomer and  obliterates  the  ability  of  average  consumers  to  compari- 
son shop  for  services.  Until  we  can  talk  about  a  comprehensive 
Truth-in-Savings  Act,  the  banking  marketplace  will  simply  not 
work  efficiently  for  consumers. 

H.R.  3535  and  H.R.  3895  must  be  viewed  from  this  larger  context 
of  banking  deregulation.  CFA's  policy  resolution  endorses  truth-in- 
savings  legislation  or  regulation  which  would  require  full  and 
readable  disclosures  to  savings  account  customers  of  the  essential 
contract  terms  and  conditions  including,  but  not  limited  to,  fees, 
commissions,  time  requirements  for  interest,  and  penalties  for 
early  withdrawal.  The  disclosure  must  be  made  prior  to  opening 
the  account  and  before  any  changes  are  made  in  the  savings  con- 
tract. 

Mr.  Chairman,  you  have  long  been  an  effective  advocate  for  con- 
sumers of  financial  services,  championing  truth-in-lending  disclo- 
sure and,  as  I  noted  last  year,  pushing  through  legislation  to  help 
the  small  saver  and  the  small  borrower.  We  hope  that  you  will 
agree  that  the  time  is  ripe  for  truth-in-savings  legislation. 

Congressman  Schumer  has  recently  recognized  the  need  for 
greater  consumer  protection  in  this  period  of  deregulating  CD's. 
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We  applaud  and  support  the  efforts  of  Congressman  Schumer, 
which  we  believe  can  be  tied  together  on  the  truth-in-savings  dis- 
closure. Our  submitted  testimony  goes  into  more  detail  in  outlining 
his  concerns  and  elaborating  on  them. 

I  would  mention  one  of  our  comments  in  that  section  was  that 
CFA  is  bewildered  by  the  necessity  of  DIDC  minimum  withdrawal 
penalties.  Other  than  giving  financial  institutions  the  opportunity 
to  say,  "We  have  to  charge  you;  the  Government  makes  us  do  it, 
CFA  sees  no  need  for  this  regulation. 

Of  course,  the  primary  reason  consumers  are  not  excited  about 
either  of  the  bills  is  that  the  sweeping  banking  legislation  of  1980 
gave  consumers  across  the  country  the  option  of  opening  NOW  ac- 
counts. Because  of  these  accounts,  legislation  under  consideration 
today  would  primarily,  we  believe,  benefit  businesses.  While  con- 
sumers will  realize  fewer  benefits  from  the  legislation,  it  may  be 
expected  they  will  pay  some  of  the  associated  costs. 

Mr.  Chairman,  your  opening  comments  notwithstanding  and 
whether  justified  or  not,  we  believe  that  a  predictable  result  of  the 
anticipated  competition  from  business  demand  deposit  is  that 
higher  cost  of  funds  would  drive  up  loan  rates,  rates  the  consumers 
would  have  to  pay.  CFA  is  concerned  about  the  harmful  effects  of 
high  interest  rates  for  credit.  While  we  believe  that  deregulation  of 
savings  and  checking  accounts  is  unavoidable,  we  question  whether 
it  is  the  most  appropriate  time  to  put  pressure  on  interest  rates. 

Congress  should  consider  waiting 

Chairman  St  Germain.  Mr.  Nishimura,  I  have  to  interrupt  you. 

How  do  you  reconcile  that  statement 

Mr.  Nishimura.  Mr.  Chairman 

Chairman  St  Germain.  Wait  a  second. 

Mr.  Nishimura.  Yes,  OK. 

Chairman  St  Germain.  Didn't  you  advocate  removal  of  regula- 
tion Q? 

Mr.  Nishimura.  Yes,  Mr.  Chairman,  we  supported  your  efforts  in 
1979,  as  I  mentioned  earlier. 

Chairman  St  Germain.  That,  also,  was  partially  responsible  for 
higher  interest  rates  to  home  purchasers;  correct? 

Mr.  Nishimura.  Yes,  Mr.  Chairman. 

Chairman  St  Germain.  It  is  an  inevitability. 

Mr.  Nishimura.  I  will  admit  that  consumers  are  somewhat  schiz- 
ophrenic about  this  issue. 

Chairman  St  Germain.  Which  consumer?  You  have  a  consumer 
depositor  and  you  have  a  consumer  borrower. 

Mr.  Nishimura.  Right. 

Chairman  St  Germain.  What  you  have  to  look  closely  at  is  that 
for  each  consumer  borrower,  there  are  a  number  of  consumer  de- 
positors that  have  to  be  serviced.  Who  are  you  going  to  reward:  the 
saver  or  the  borrower? 

The  family  that  does  not  live  in  subsidized  housing  because,  in- 
stead of  going  to  the  movies  and  cocktail  parties  during  their  work- 
ing life,  they  saved  their  money.  Instead  of  using  money  on  the  am- 
menities  of  life,  they  feel  the  first  thing  they  should  do  is  pay  off 
the  mortgage.  So  now  they  end  up  with  a  house  with  no  mortgage 
and,  as  a  result,  they  cannot  qualify  for  subsidized  housing.  They 
are  penalized;  not? 
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Mr.  Nishimura.  Yes. 

Chairman  St  Germain.  Yes,  they  are. 

Now,  again,  we  punish  the  saver  in  order  to  benefit  the  borrow- 
er. That  is  what  it  boils  down  to.  That  is  the  dilemma  I  have  with 
your  statement 

Mr.  Nishimura.  Let  me  draw  a  distinction  here.  I  recognize  the 
truth  in  what  you  are  saying.  Of  course,  we  supported  the  NOW 
account  legislation  that  was  passed  in  the  1980  legislation. 

We  can  support  higher  interest  rates  or  interest  on  demand  de- 
posits for  consumers  and  still  make  the  statement,  the  reason 
being  that  we  believe  that  while  some  consumers  will  obviously 
benefit  from  this  legislation  to  some  degree,  we  believe  the  compe- 
tition will  come  in  business  demand  deposits. 

Our  feeling  is  that  businesses  are  not  the  final  consumers;  that 
costs  always  get  passed  on  to  consumers. 

Chairman  St  Germain.  Oh,  yes.  Mr.  Nishimura,  you  don't  call 
the  John  Doe  and  Jane  Doe  that  open  an  ice  cream  stand,  consum- 
ers? There  are  a  lot  of  small  business  people  in  this  country. 

Mr.  Nishimura.  Oftentimes,  we  recognize  them  as  consumers, 
but  when  we  take  a  look  at  whether  or  not  that  cost  can  be  passed 
on,  obviously,  the  residential  person,  the  homeowner  has  little  op- 
portunity to  pass  that  cost  down.  That  is  simply  the  distinction  we 
try  to  make  here. 

Chairman  St  Germain.  OK. 

Mr.  Nishimura.  OK. 

Chairman  St  Germain.  It  is  not  an  easy  one  to  make,  though,  is 
it? 

Mr.  Nishimura.  I  had  to  wrestle  with  that  long  and  hard,  Mr. 
Chairman. 

Real  interest  rates,  Mr.  Chairman,  have  been  at  historical  highs 
over  the  last  3  years  in  spite  of  efforts  of  public  officials  to  lower 
them.  Continued  interest  rate  resistance  and  downward  pressure 
jeopardizes  economic  recovery. 

In  addressing  this  problem,  we  have  worked  on  two  pieces  of  leg- 
islation in  the  current  Congress,  opposing  one,  supporting  another. 
We  oppose  and  continue  to  oppose  attempts  to  federally  preempt 
all  State  usery  ceilings.  Federal  preemption  would  add  significant 
costs  to  consumer  loans. 

We  are  thankful  for  the  assistance  of  Chairman  Annunzio  in 
guarding  against  this  costly  legislation. 

With  the  National  Council  for  Low  Interest  Rates,  we  support 
the  extension  of  the  Credit  Control  Act  of  1969  by  urging  Congress 
to  adopt  H.R.  1742  introduced  by  Chairman  St  Germain.  In  doing 
so,  Congress  should  provide  guidance  as  to  how  selective  credit  con- 
trols should  function,  specifically  to  discourage  nonproductive  uses 
of  credit  that  deplete  loanable  funds  and  drive  up  interest  rates. 

The  passage  of  a  low  interest  act  is  a  sensible  approach  that  at- 
tempts to  avoid  the  traditional  tradeoffs  between  high  interest 
rates  and  unemployment.  We  seek  your  active  support  for  its  affir- 
mation by  Congress. 

Finally,  on  a  matter  of  brokered  deposits,  we  agree  there  is  a 
problem.  The  system  should  not,  for  example,  give  unlimited,  unsu- 
pervised access  to  the  capital  markets  to  failing  institutions  who 
are  willing  to  use  Government  insured  funds  to  undertake  high 
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risk  gambles  for  survival.  Consumers  support  disclosure,  and  we  do 
in  this  case,  to  assess  an  institution's  dependence  on  brokered 
funds. 

We  doubt  disclosure  is  sufficient.  We  also  doubt  a  simple  lower- 
ing of  the  insured  amount  is  enough.  Though  consumers  would  not 
have  trouble  accepting  50,000;  the  speed  and  ease  with  which  funds 
are  divided  and  disbursed  undermines  this  approach. 

We  agree  with  the  Comptroller  that  the  long-range  solution  lies 
in  modifying  the  deposit  insurance  scheme  such  as  partial  insur- 
ance of  funds  in  excess  of  a  lower  base  amount.  Perhaps  having  in- 
surance coverage  decline  as  the  size  of  the  deposit  increases  may  be 
workable,  thus  allowing  brokers  and  depositors  to  weigh  risks 
against  rates  of  return. 

We  recognize  the  mechanism  is  intricate  and  does  not  operate  in 
isolation.  Changing  it  is  a  formidable  undertaking.  We  believe  that 
in  the  end,  Congress  and  the  regulators  must  address  this  issue. 

Thank  you. 

Chairman  St  Germain.  Thank  you,  Mr.  Nishimura. 

[Letters  of  invitation  to  Mr.  Brobeck  of  the  Consumer  Federation 
of  America,  dated  September  16  and  September  23,  1983,  and  the 
prepared  statement  of  Mr.  Nishimura,  on  behalf  of  the  Consumer 
Federation  of  America,  follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Dear  Mr.  Brobocki 

Th*  Subcommittee  in  Financial  Institution  Supervision,  Heguletion  and 
Insurance  will  ommani  hejirinei  on  September  2!  or  the  provisions  of  HJ1. 
3W,  th*  Demand  Deposit  Equity  Act  of  1913,  which  would  authorize  the 
payment  of  Interest  ol  all  checking  account*. 

A*   you   know,   nationwide   NOW   account*   war*   created   in   the   Mth 

'daunt,  and   in  Jim   the   Depository   Institution* 

id  th*  Congrai  (o  specifically  authorize  offering 

interest  bearing  demand  deposit  accounts  tu  all  cuMomant  including  businesai. 

■"'—'--  --■  ••' ■'—  -  *  copy  ol  th*  floor  (tatamaBt  I  gave  whan  1 

" ' — id  la  a  copy  of  the  statement  1 

"e  Administration's  imenat 

Vow  testimony  or  that  ol  your  design™,  will  be  of  gnat  aaaiitanca  to  the 
5ubconimlR*a  In  it*  condoaratUm  of  HJt.  353).  Accordingly,  we  have 
acheduled  your  teatimwiy  for  lOiOO  un.  on  October  S  In  Room  2121  ol  th* 
Raybum  House  Office  Building-  In  accordance  with  Committee  rule*,  please 
deliver  170  copies  of  your  prepared  statement  J»  hour*  In  advance  of  vour 
appearance  to  the  Subcommlttae,  Room  B303  Raybum.  It  li  al 
your  limit  your  oral  testimony  to  10  minute*  to  enable  a 
members  sufficient  time  for  questioning.  Your  pn 
distributed  to  all  Members  of  the  Subcommittee  in  a> 
will  be  Included  In  Hi  entirety  in  the  hearing  record, 

Slncanty, 


Sincerely,  * 
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U.S.  HOUSE  OF  REPRESENTATIVES 


September  11,  19(1 


Mr.  Stephen  Brobock 
Executive  Director 
Consumer  Federation  of  A 
IDll  uth  Street,  N.W. 
Washington,  D.C.   2000a 

Dear  Mr.  Brobeeki 


a  on  H.R.  ISIS,  the  Subcommittee  should  know  mot*  about  audi 
activities.  Therefore,  In  addition  to  yotr  testimony  on  H.R.  SS3S  pursuant  to  ray 
letter  of  September  IS,  1113,  please  provide  the  Subcommittee  with  your  views 
on  the  public  risks  and  benefits  awoclatcd  with  the  actirltlei  of  money  brokers. 
A  copy  of  my  recent  letter  to  the  federal  regulatory  agencies  concerning  money 
brokers,  and  related  material,  la  enclosed  ft '-* '  — 
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PAYMENT  OF   INTEREST  ON  DEMAND  DEPOSITS 

TESTIMONY  BEFORE 

THE  FINANCIAL   INSTITUTIONS  SUBCOMMITTEE 

OF  THE  HOUSE  BANKING  COMMITTEE 

BY 

GLENN  NISHIMURA 

CONSUMER  FEDERATION  OF  AMERICA 

OCTOBER  6.   1983 

I  am  Glenn  Nfshimura,  Legislative  Representative  for  Consumer  Federation  of 
America.     CFA  Is  a  federation  of  over  200  local,  state  and  national  consumer, 
rural,  senior,  labor,  and  cooperative  groups  with  a  combined  membership  of  over 
30  million.     He  are  pleased  to  offrr  our  comments  on  H.R.   3535,   the  Deiand  Depo- 
sit Equity  Act  of  1983  and  H.R.   3B95,   the   Demand  Deposit  Deregulation  Act. 

For  consumers,  the  deregulation  of  the  financial  Industry  is  a  mixed  bag 
of  expanding  opportunities,  dangerous  pitfalls,  and  mass  confusion.    He  are  on 
a  train  that  is  speeding  toward  deregulation,  and  there  seems  to  be  no  turning 
back.     The  bills  under  consideration  at  this  hearing  are  a  natural  part  of  that 
deregulatory  environment.    And,  as  such,  we  expect  the  repeal  of  the  prohibition 
of  interest  payments  on  demand  deposits  as  a  foregone  conclusion.     Our  comments 
today,  rather  than  denying  that  eventuality,  will  focus  on  the  appropriate  timing 
of  such  a  repeal,  the  effect  of  the  repeal  in  the  context  of  other  deregulation 
occurring,  and  specific  concerns  that  CFA  has  about  the  Impact  of  deregulation. 

The  payment  of  Interest  on  demand  deposits  is  not  a  priority  issue  for  con- 
sumers.    CFA  believes  that,  at  this  juncture  in  the  deregulatory  process,  more 
attention  should  be  given  to  the  changes  that  have  already  happened.     There  is  no 
doubt  that  consumers  are  in  a  state  of  confusion  over  which  alternatives  ere  best 
suited  for  their  particular  needs.     The  recent  change  in  the  time  deposits  offered 
by  financial   institutions  1s  a  case  In  point. 
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Since  last  Saturday,  financial   institutions  by  decision  of  the  Depository  in- 
stitution Deregulation  Committee   (DIDC),   have   been  able   to  offer  any  rate  of   inter- 
est on  certificate  of  deposits  (CD';)  with  a  minimum  maturity  of  32  days.    Also, 
any  CD  With  a  minimum  deposit  of  12500  can   earn  any  amount  of  interest.     This  has 
resulted  in  a  wide  array  of  new  savings  instruments  with  terms  and  conditions  that 
vary  from  institution  to  institution.     These  changes  added  to  other  ones  recently 
put  on  the  books,   bombard   savers  with  options  and  make   it  difficult   for  customers 
to  make  informed  choices  between  different  financial  services.     The  marketplace 
will  not  work  efficiently  if  consumers  cannot  comparison  shop.     CFA  believes  that 
Congress  should  assure  that  the  system  that  has  gone  and  is  going  into  effect  is 
working  adequately  to  the  benefit  of  consumers. 
TRUTH   IK  SAVINGS 

As  interest  yields  become  more  significant  and  deposit  instruments  more  com- 
plex, consumers  have  a  need  for  more  standardized  information.  Consumers  need  a 
comprehensive  truth- in-savings  disclosure  that  allows  them  comparison  shopping, 

CFA's  Policy  Resolution  endorses  Truth-in-Savings  legislation  or  regulation 
which  would: 

1.  Require  full  and  readable  disclosures  to  savings  account  customers 
of  the  essential  contract  terms  and  conditions  Including,  but  not 
limited  to,  fees,  commissions,  time  requirements  for  interest,  and 
penalties   for  early  withdrawal .     The   disclosure  must   be  made  prior 

to  opening  the  account  and  before  any  changes  are  made  In  the  savings 
contract. 

2.  Prohibit  use  Of  ambiguous  words  and  mandate   use  of  simply-defined 
words  for  efficient  communication  about  savings,  including  the  peri- 
odic percentage  rate.  Annual  Percentage  Rate  and  annual  percentage 
yield. 

3.  Establish  readability  standards  for  regulations   issued  by  regulatory 
igencies. 
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CFA  acknowledges  that  the  model   state  Truth- in -Savings  Act  incorporates 
these  principles.     In  addition.  Dr.  Richard  Morse,  of  Kansas  State  University 
and  Consumer  Education  and  Protection  Association  for  Kansas,  a   merger  group  of 
CFA  has  devised  his  own  Truth-in-Savings  system  which  he  has  submitted  to  federal 
regulators  for  review.     Truth-in-Savings,  whether  achieved  legislatively  or 
through  the  regulatory  process  would  go  a  long  way  in  helping  consumers  cut 
through  the  confusion. 

Another  effort  to  make   Sense  of   the  market  has  come  from  the  distinguished 
Congressman  from  New  York   and  member  of   this   subcommittee.   Representative  Charles 
Schumer.     Representative  Schumer,   in  a   late   September   letter,  urged  federal    regu- 
lators to  publish  rules  to  protect  consumers  during  the  period  of  deregulating  CD's. 
We  believe  that  the  Congressman's  points  are  well  taken  and  wish  to  expand  on  them. 
Congressman   Schumer   suggests  that  regulators: 

1.      Prohibit  the  payment  of  high   rates  for  a   short  term  on  the  condition 
that  funds  be  rolled  over  into  a  longer  term  certificate,  the  so-called  "bait  and 

CFA  believes  that  this  was  much  more  of  a  problem  during  the  introduction  of 
MMM's  and  Super  NOU's.     There,    high  rates   were  offered  for  extremely  short  periods 
of  times  and  disclosure  of  the  effective   period  was  usually   In   very   small   print. 
In   the  present  marketing  of  time  deposits,   we  believe  that   those  practices  may   in 
some  instances  be  acceptable  as  long  as  disclosure  is  made  up  front  and  the  rate 
into  which   the   fund   is   rolled  over   is   stated.     Because  of  the   nature  of   time  depo- 
sits,  consumer  understanding  of  exactly  what  rate  they  are  getting  for  how  long 
should  be  clearer. 

On  a   related  matter,  CFA  has  received  complaints  that   some  Savings   institu- 
tions automatically  renew  CD's  at  the  original  rate  unless  the  certificate-holder 
requests  renewal  at  the  current  rate.     Institutions  were  not  required  to  notify 
the  certificate-holder  immediately  before  the  certificate's  maturity  date  of  their 
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2.  Require  advertisements   to   include  a   sample  of  rates  for  different    maturities. 
When  CFA  investigated  some  complaints  over  financial  advertising  early  this 

year,  we  found  that  no  single  federal  agency  regulates  or  sets  standards  for  bank 
advertising.     We  believe  that  Congressman  Schumer's  suggestion  has  merit  and  that, 
in  order  to  accomplish  it,  one  agency   should  be  authorized  to  establish  a  consistent 
and  meaningful    standard, 

3.  Require  conspicuous  publication  of  early  withdrawal  penalties. 

The  OIDC  rules  provide  for  minimum  withdrawal  penalties,  but  institutions 
are  free  to  impose  more  severe  ones.  During  the  most  recent  change,  OIDC  lowered 
minimum  withdrawal  penalties.  On  deregulated  time  deposits  of  a  year  or  less,  the 
minimum  penalty  fell  to  loss  of  one  month's  interest,  down  from  three  months'  in- 
terest. For  deposits  Of  more  than  a  year,  the  minimum  penalty  dropped  from  a,  loss 
of  6  months'    interest  to.  a- loss  of  three  months'    interest. 

CFA   is  bewildered  by  the  necessity  of  OIDC   inposed  minimum  withdrawal   penalties. 
Other  than  giving   financial    institutions  the  opportunity  of   saying,   "He  have   to 
charge  you,  the  government  makes  us  do  it,"  CFA  sees  no  need  for  this  type  of  regula- 


Nevertheless,  bank  policy  on  early  withdrawal    is  an   important  eleir 
sumer  decision-making  process  and  should  be  clearly  described. 
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4.     Require  conspicuous  publication  of  all  fees  or  charges  that  the 
Institution  plans  to  levy,  and  forbid  any  change  1n  such  fees  over  the  life 
of  the  certificate. 

CFA  applauds  Congressman  Schumer's  concern  for  fair  treatment  toward  con- 
sumers. We  support  all  of  his  reconrnendatlons  and  recognize  that  they  are  In- 
tended to  stimulate  the  competitive  environment.  Congress  should  devote  mre 
attention  to  consumer  protection  needs  created  by  the  changing  financial  servi- 
ces industry  to  assure  that  consumers  are  the  beneficiaries  and  not  the  victims 
of  deregulation. 
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the   financial   Services  area,   repeal   of  the 
denond  deposits  is  not  a  priority  for  eon- 
'  ability  to  make  infonied  choices  Is. 
,  are  not  excited  about  either  H.R.   3535  or  H.R.   3895. 
course.  Is  that  the  sweeping  banking  legislation  of  1980 
:he  country  the  option  of  opening  interest  bearing  checking 
iable  orders  of  withdrawal   (NOW).     Still,  Federal  Reserve 
le  over  $240  billion  in  demand  deposits,  which  draw  no  inter- 

lat  most  of  these   funds  represent  consumer  monies  that  have 
:s  because  of   the  minimum  deposit  requirements,   fees  and 
icteristics  of  these  accounts.     Those  non-interest-bearing 
;o  be  used  in  conjunction  with  other   savings   instruments   in 
i  that  optimizes  interest  on  deposits  while  offering  the  con- 
should  be  suspect  of  any  suggestion  that  these  presently  no«- 
er  funds  will   start   to  generate   interest  comparable   to  NOW 
is   passed.     The   financial   markets   have  already  designed 


„Google 


competitive  Instruments  (HOW  accounts)  to  attract  consumer  demand  deposits  and 
bin  Ions  of  dollars  have  beer  transferred  into  these  accounts.  This  is  not  so 
for  business  demand  deposits  which  have  no  direct  interest -bearing  competition. 
So,  the  true  benefits  of  the  legislation  under  consideration  are  to  businesses. 

And,  while  consumers  will  realize  fewer  benefits  from  the  legislation.  It  my 
be  expected  that  they  will  pay  some  of  the  associated  costs.     One  predictable  re- 
sult of  the  competition  for  business  demand  deposits  Is  that  higher  costs  of  funds 
will  drive  up  loan  rates  —  rates  that  consumer  will  have  to  pay. 
HIGH  INTEREST  RATES  FOR  CREDIT 

CFA  Is  concerned  about  the  harmful  effects  of  high  interest  rates  for  credit. 
While  we  believe  that  the  deregulation  of  savings  and  checking  accounts  1s  Inescap- 
able, we  question  whether  this  ts  the  most  appropriate  time  to  put  more  pressure 
on  Interest  rates.     Congress  should  wait  until  the  work  of  the  D1DC  1s  completed 
before  moving  to  deregulate  demand  deposits. 

Real   interest  rates  have  been  at  historical  highs  over  the  last  three  years, 
in  spite  of  efforts  of  public  officials  to  lower  them.     Continued  Interest  rate 
resistance  to  downward  pressures  jeopardizes  economic  recovery.     In  addressing 
this  problem,  CFA  has  worked  on  two  pieces  of  legislation  In  the  current  Congress, 
opposing  one  and  supporting  another. 

We  opposed  and  will  cont'inje  to  oppose  atteitpts  to  federally  preempt  all   state 
usury  ceilings.     A  federal  preemption  would  add  significant  costs  to  consumer  loans. 
With  consumer  installment  credit  rising  to  over  (350  billion,  every  1  percent  in- 
crease in  the  average  Annual   Percentage  Rate  will  result  in  a  S3. 5  billion  transfer 
from  consumers  to  lenders.     We  have  no  doubt  that  federal  preemption  would  result 
in  increases  far  greater  than  that  one  percentage  point.     Consumers  are  grateful 
for  the  staunch  support  of  House  members,   especially   subcommittee  chairman  Annunilo, 
1n  guarding  against  this  costly  piece  of  legislation. 
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With  the  National  Council  for  Low  Interest  Rates,  CFA  supports  the  extension 
of  the  Credit  Control  Act  of  1969  by  urging  Congress  to  adopt  H.R.   1742,  introduced 
by  Chairman  St  Germain.     In  doing  so.  Congress  should  provide  guidance  as  to  how 
selective  credit  controls  should  function  --  specifically  to  discourage  non-productive 
uses  of  credit  that  deplete  loanable  funds  and  drive  up  interest  rates.     Our  economy 
has  experienced  such  nonproductive  commitments  of  exorbitant  sums  in  the  corporate 
takeover  craze  of  1981  which  according  to  a  CFA  study  tied  up  130-38  billion  dollars 
of  loanable  funds.     Credit  controls  could  also  he  used  to  prevent  the  type  of  serious 
overextension   to  foreign  borrowers  that  we   witnessed   In   recent  years. 

The  governments   of  nearly  all   developed  capitalist  economies   intervene  in  credit 
markets  to  encourage  desirable  and  discourage  undesirable  uses  of  credit.     The  pas- 
sage of  a  "Low  Interest  Rate  Act"  to  manage  the  growth  In  credit  1s  a  sensible  ap- 
proach that  attempts  to  avoid  the  traditional  trade-off  between  high  interest  rates 
and  unemployment.     We  seek  your  active  support  for   its  affirnBtion     by  Congress. 
WHE*  BROKERS  e 

CFA  has  been  asked  to  comment  on   the   question  of  brokered  deposits.     We  believe 
that  money  brokers  have  played  a  destabilizing  role  on  the  banking  system  and  that, 
while  some  of  their  services  may  be  positive,  Congress  and  the  regulators  should 
move  to  control    the  negative  aspects  of   money  broker  activities.     The   system  should 
not,  for  example,  give  unlimited,  unsupervised  access  to  the  capital  market  to  falling 
institutions,  who  are  willing  to  use  government-insured  funds   to  undertake  high-risk 
gambles  for  survival.     It  is  an  unhealthy  process  that  will  only  get  worse,  if  not 
adequately  checked.     The  problem  is  obviously  complex.     While  we   support  effective 
Congressional   and/or  regulatory  actions   In   this  area,  CFA  cannot  presently  make 
meaningful   recommendations  on  what   type  of  action   is  most  appropriate. 
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Chairman  St  Germain.  I  wonder  if  you  could  solve  a  dilemma 
for  me.  I  couldn't  agree  with  you  more  that  the  plethora  of  differ- 
ent types  of  accounts  is  mind  boggling.  No  doubt  about  it.  Unless 
you  are  a  full-time  financial  consultant,  it  is  very  difficult  to  be 
able  to  say,  "Well,  I  have  chosen  the  right  account."  There  are  so 
many. 

Yet,  how  do  you  say  to  institutions,  "We  are  going  to  limit  you  to 
this  type  of  account  or  this  group  of  accounts.'  This  dilemma 
doesn't  prevail  only  in  this  area. 

When  was  the  last  time  you  went  out  to  buy  carpeting  at  the  All 
American  Carpet  Co..  You  walked  in  and  saw  miles  of  samples, 
untold  numbers  of  synthetic  blends  with  price  ranges  that  were 
just  unbelievable.  The  average  individual  looked  at  the  salesman 
and  said  to  himself,  I  better  listen  to  this  individual.  He  is  at  the 
mercy  of  that  salesperson. 

When  is  the  last  time  you  went  to  buy  an  automobile  tire  at  the 
Universal  Tire  Co.  that  probably  handles  500  brands  of  tires. 

Do  you  remember  when  the  Federal  Government  tried  to  put  out 
a  handbook  to  tell  people  how  to  buy  automobile  tires.  Mr.  McKin- 
ney  says,  "I  read  that  book  and  it  didn't  do  me  any  good." 

But  this  is  my  dilemma:  On  the  one  hand,  you  have  to  allow 
competition.  That  is  the  purport  of  this  legislation,  to  say  to  finan- 
cial institutions,  "We  are  going  to  remove  an  unnatural  prohibi- 
tion." And  as  Mr.  Rode  testified,  let  the  marketplace  take  over  and 
hopefully  the  consumer,  the  depositor,  and  the  small  businessper- 
son  will  get  the  best  deal  possible.  But  try  to  restrict  them;  go 
ahead. 

Mr.  Nishimura.  I  would  not  want  my  comment  to  be  interpreted 
as  saying  that  financial  institutions  should  not  offer  certain  types 
of  innovations. 

We  believe  that  the  competitive  environment  creates  instru- 
ments that  will  at  least  respond  to  one  or  two  or  a  group  of  individ- 
uals' needs  or  it  would  not  exist. 

But  we  suggest  truth  in  savings  legislation  is  needed  for  people 
to  benefit  from  a  competitive  environment — a  competitive  environ- 
ment is  nonsense  for  consumers  if  they  can't  understand  it.  In 
order  to  benefit  from  it,  we  would  like  a  standardized  disclosure. 

For  instance,  we  should  say  the  number  that  is  advertised  would 
be  comparable  or  that  when — so  that 

Chairman  St  Germain.  Do  away  with  the  gimmicks? 

Mr.  Nishimura.  So  the  consumers  don't  have  to  compare  oranges 
and  apples. 

We  don't  say  the  financial  institutions  should  offer  only  5  types 
of  accounts.  We  say  consumers  should  be  able  to  make  sense  of  the 
five  or  20  accounts  in  some  rational  way. 

Chairman  St  Germain.  I  am  interested  in  whatever  enlighten- 
ment you  can  give  us  on  that. 

Mr.  Nishimura.  There  is  a  model  truth  in  savings  act  and  other 
legislation  drafted  by  Dr.  Richard  Morse  of  Kansas  State  Universi- 
ty. 

Chairman  St  Germain.  I  couldn't  agree  more. 

Mr.  McKinney.  Mr.  Chairman,  would  you  yield  for  a  moment? 

Chairman  St  Germain.  How  could  I  not? 
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Mr.  McKinney.  I  can  see  a  financial  RESPA  coming  toward  me 
from  down  below.  I  wonder  if  we  were  to  check  with  the  title  com- 
panies in  Washington,  D.C.,  how  many  people  that  buy  a  house 
ever  read  the  contract?  1  know  I  never  have  and  never  will. 

Aren't  you  asking  for  a  financial  RESPA  of  sorts,  one  that  is, 
printed  out  and  put  on  23  pages  and  never  read? 

Mr.  Nishimura.  I  think  it  would  be  most  effective,  Mr.  McKin- 
ney, if  we  tied  it  into  the  advertising  process  actually.  Whether  or 
not  this  subcommittee  agrees,  I  don't  know,  but  in  advertising,  we 
would  like  to  see  the  figures  to  be  comparable  rather  than  a  disclo- 
sure statement. 

Chairman  St  Germain.  Mr.  Barnard. 

Mr.  Barnard.  Mr.  Nishimura,  it  appears  to  me  that  your  testi- 
mony and  possibly  that  of  Mr.  Hacking  is  to  the  point  that  you  un- 
derstand that  "there  is  no  such  thing  as  a  free  lunch,"  and  you  are 
trying  to  get  around  it. 

You  know,  it  appears  to  me  that  you  realize  that  wherever  there 
is  going  to  be — you  say  it  and  I  wrote  this  down — competition  is 
nonsense  to  the  consumer.  You  know,  that  strikes  at  the  free  enter- 
prise system  in  America  now.  You  said  that.  I  wrote  that  down 
here. 

Mr.  Nishimura.  You  didn't  follow  the  rest  of  the  statement. 
After  the  comma  was  "if  they  can't  understand  it." 

Mr.  Barnard.  I  know  that,  but  of  course  to  overcome  that  under- 
standing problem,  you  know,  you  are  asking  us  and  the  Federal 
Government  just  to  take  over  and  we  can't  do  that.  There  is  no 
way  in  the  world  we  can  do  that. 

But  anyway,  my  time  is  gone  here. 

I  want  to  say,  first  of  all,  I  compliment  all  of  you  on  your  testi- 
mony. It  was  excellent.  What  you  have  done  is  taken  advantage  of 
this  very  good  hearing  to  include  subject  matter  that  goes  across 
the  gamut,  Mr.  Chairman.  In  other  words,  we  are  talking  about  the 
Treasury  bill,  and  we  are  talking  about  everything,  and  I  hope  you 
are  going  to  come  back  and  hit  us  on  some  of  these  other  more  spe- 
cific issues. 

But  I  do  sense  a  concern  from  Mr.  Hacking's  testimony  and  Mr. 
Nishimura  that  as  consumers,  you  are  nervous  about  this  because 
you  are  afraid  it  is  going  to  increase  the  cost  to  the  consumer.  Am 
I  correct  in  that? 

Mr.  Hacking.  I  don't  think  that  is  an  accurate  interpretation  of 
AARP's  message,  Congressman  Barnard.  AARP  is  a  strong  advo- 
cate for  deregulation;  we  have  been  all  along. 

I  want  to  make  it  clear  that  we  are  enxious  to  have  we  want  to 
see  the  last  remaining  limits  on  interest  rates  lifted.  We  are  not 
looking  for  any  "free  lunch." 

Mr.  Barnard.  OK. 

Mr.  Nishimura? 

Mr.  Nishimura.  You  interpreted  my  comments  correctly  in  that 
we  are  nervous  about  it,  but  if  you  read  my  comments,  we  are  not 
opposing  the  legislation  as  offered. 

Mr.  Barnard.  I  realize  that. 

Mr.  Nishimura.  We  are  nervous,  though,  because  we  see  the  real 
interest  rates  rising  and  we  have  heard  bankers  say  that  the 
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reason  the  real  interest  rate  is  so  high  is  because  our  cost  of  funds 
is  higher,  as  one  of  the  three  major  reasons  they  give. 

Mr.  Barnard.  OK. 

Mr.  Rode,  I  don't  think  that  these  hearings  should  confuse  the 
committee,  or  the  consumer,  for  that  matter.  I  want  to  say  for  the 
record  again  that  I  support  this  legislation,  but  we  ought  to  put  all 
the  facts  on  the  table. 

As  it  presently  stands,  I  have  heard  it  said  that  banks  practice 
what  they  call  an  account  analysis.  What  does  that  actually  mean? 

Mr.  Rode.  That  is  a  practice  applied  to  commercial  checking  ac- 
counts, whereby  we  provide  a  credit  based  upon  that  accounts  cal- 
culated value  to  the  institution.  In  our  bank  that  credit  is  equiva- 
lent to  the  average  rate  on  the  13-week  Treasury  bill.  Deducted 
against  that  funds  credit  would  be  the  activity  charges  for  the  serv- 
ices we  provide  that  account. 

So,  in  effect,  we  are  calculating  the  value  of  that  account  to  the 
institution  as  if  interest  were  being  paid. 

Mr.  Barnard.  For  example,  now,  you  mentioned  that  certain 
things  you  do,  account  reconciliation,  and  other  things  that  you  do 
for  the  customer.  Now  you  charge  the  customer  for  that  now, 
right? 

Mr.  Rode.  Yes,  we  do,  through  that  analysis  charge. 

Mr.  Barnard.  You  offset  that  charge  with  the  credit. 

Mr.  Rode.  That  is  correct. 

Mr.  Barnard.  So  if  the  credit  is  higher  than  the  charge,  of 
course,  there  is  no  charge? 

Mr.  Rode.  That  is  correct. 

Mr.  Barnard.  But  if  the  charge  is  higher  than  the  credit,  there 
is  a  charge? 

Mr.  Rode.  Very  often,  yes. 

Mr.  Barnard.  Well,  now,  what  will  happen  when  this  legislation 
is  passed?  What  will  happen  on  that  then? 

Mr.  Rode.  That  account  analysis  would  then  become  a  direct 
charge.  And  the  activity  charges  against  that  credit  would  be 
charged  directly. 

So  what  is  now  «  phantom  calculation,  if  you  will,  would  become 
a  very  direct  part  of  the  contract  between  the  account  and  the 
bank. 

Mr.  Barnard.  When  you  say  that  interest  rates  won't  necessarily 
go  up,  you  are  not  saying,  though,  necessarily  that  service  charges 
won  t  necessarily  go  up? 

Mr.  Rode.  That  is  correct.  I  think  loan  pricing  need  not  be  im- 
pacted by  this  change. 

Mr.  Barnard.  All  right. 

Mr.  Rode.  We  have  identified  a  number  of  areas  within  which 
there  would  be  mitigating  factors  to  the  financial  impact  of  inter- 
est on  demand  deposits. 

First  of  all,  there  will  be  a  number  of  accounts  that  will  choose 
not  to  take  direct  payment,  because  they  would  prefer  to  have  the 
implicit  value  of  the  services  we  provide  rather  than  a  direct  pay- 
ment, which  would  be  taxable,  of  course. 

Mr.  Barnard.  So  the  consumer  can  pick  and  choose;  in  other 
words,  he  doesn't  have  to  have  account  reconciliation. 

Mr.  Rode.  That  is  correct. 
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Mr.  Barnard.  He  can  also  determine  how  many  checks  he  is 
going  to  write  per  month  against  his  account? 

Mr.  Rode.  That  is  correct. 

Mr.  Barnard.  And  that  would  be  within  his  control  of  what  his 
costs  and  interest  would  be? 

Mr.  Rode.  That  is  correct.  In  fact,  if  I  could  comment  briefly  on 
the  issue  of  complexity,  the  confusion  that  we  have  today  with 
regard  to  the  myriad  of  deposit  products  that  we  provide  really  is  a 
direct  result  of  the  phasing  in  of  deregulation. 

Twenty  years  ago  we  had  a  checking  and  savings  account;  two 
products.  The  price  of  that  was  that  the  small  saver  did  not  get  a 
fair  return  on  that  money. 

Today  we  have  20  products  but  that  is  a  direct  result  of  phased 
deregulation.  When  the  deregulation  process  is  concluded,  we 
would  fully  expect  to  go  to  a  more  simplified  array  of  deposit  prod- 
ucts, perhaps  three  of  four,  more  readily  understandable  by  the 
consumer  and  more  readily  compared  with  costs  at  other  institu- 
tions. 

Therein  lies  the  real  value  of  this  bill  in  that  it  provides  a  basis 
for  far  easier  comparison  as  to  the  value  of  a  particular  financial 
relationship. 

Mr.  Barnard.  Mr.  Chairman,  I  yield. 

Chairman  St  Germain.  Could  I  comment? 

Mr.  Barnard.  Sure. 

Chairman  St  Germain.  As  so  often  is  the  case,  because  of  the  ex- 
perience of  the  gentleman  from  Georgia  prior  to  coming  to  this 
committee  and  to  the  Congress,  his  questioning  is  very  helpful  to 
the  other  members  of  this  committee.  He  brings  out  points  that  are 
very  meaningful. 

For  your  testimony,  do  you  like  to  be  called  "Rode"  or  "Rode"? 

Mr.  Rode.  "Rode." 

Chairman  St  Germain.  It  is  also  very  refreshing  because  you  tell 
it  like  it  is.  You  have  not  tried  to  confuse  us. 

Mr.  Nishimura  and  Mr.  Gulan,  in  listening  to  your  testimony, 
hopefully  will  feel  better.  If  you  are  dealing  with  bankers  who  are 
as  efficient  as  this  gentleman  is,  then  certainly  you  will  be  con- 
vinced of  the  fact  that  small  businessmen  won't  lose  as  a  result  of 
this  bill  because  of  that  which  was  just  enunciated  by  this  gentle- 
man. 

Mr.  Nishimura,  as  to  the  complex  number  of  accounts  available, 
I  was  happy  to  hear  Mr.  Rode  say  that  eventually,  once  deregula- 
tion has  totally  occurred,  we  can  anticipate  a  less  complex  atmos- 
phere and  we  will  have  fewer  accounts  and  more  understandable 
accounts  for  the  consumer. 

So  I  find  this  testimony  and  the  line  of  questioning  by  Mr.  Bar- 
nard very  helpful. 

Mr.  Barnard. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman. 

I  might  add  further— I,  too,  appreciate,  Mr.  Rode,  your  explana- 
tion. I  think  it  greatly  simplifies  what  we  have  been  discussing  in 
these  hearings.  I  think  we  got  a  little  confused  last  week,  or  earlier 
this  week,  was  it? 

Chairman  St  Germain.  Earlier  this  week. 
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Mr.  Barnard.  Earlier  this  week,  too  much  interest  was  put  on 
cost,  and  your  testimony  iB  helpful  in  permitting  me  at  least  to  rec- 
oncile this  bill,  and  I  am  sure  the  other  members  of  the  committee, 
and  justify  it,  if  I  might  add  at  that  point,  Mr.  Chairman. 

To  the  gentleman,  Mr.  Nishimura — I  am  not  picking  on  you 
now — I  would  say  that  in  your  relationships  with  your  members, 
you  need  to  prepare  them  that  things  are  not  going  to  get  better. 
They  are  going  to  get  worse  as  far  as  the  consumer  understanding 
what  is  going  on. 

I  just  say,  for  example,  right  now,  we  are  wrestling  in  the  Con- 
gress and  in  this  committee  in  trying  to  bring  into  some  perspec- 
tive financial  and  nonfinancial  institutions. 

Now,  your  customers  can  go  into  Sears  and  Roebuck's  financial 
center;  I  guarantee  you  if  they  don't  understand  banking  services 
and  banking  savings  accounts,  Lord  knows  they  won't  ever  under- 
stand what  they  are  getting  at  Sears,  because  Sears  will  sell  you  a 
CD,  an  insurance  policy,  an  investment  account,  money  market 
mutual  account,  a  money  market  account,  you  buy  it  all. 

Chairman  St  Germain.  And  a  tire  and  a  rug. 

Mr.  Barnard.  A  tire  and  a  rug  and  underwear.  They  are  going 
to  support  you  every  way  you  turn. 

All  we  are  trying  to  do  is  to  get  the  banking  industry  to  compete 
in  the  free  marketplace. 

You  know,  if  I  am  a  fanatic  about  one  thing,  it  is  a  free  market- 
place. That  has  been  the  bulwark  of  our  Nation  and  we  don't  want 
to  neglect  it.  But  we  can't  put  too  damn  much  responsibility  in 
Government  to  have  a  free  marketplace. 

I  am  through. 

Mr.  McKinney.  Mr.  Chairman? 

Chairman  St  Germain.  Amen. 

Mr.  Leach  first. 

Mr.  Leach.  Thank  you,  Mr.  Chairman. 

Let  me  say  on  behalf  of  the  minority  that  we  are  enlightened  by 
the  questions  of  the  majority  as  well,  particularly,  of  course,  by  the 
leadership  of  the  chairman. 

Mr.  Barnard.  That  is  very  encouraging.  There  is  hope. 

Mr.  Leach.  I  was  particularly  appreciative  of  the  free  market 
orientation  of  the  gentleman  from  Georgia.  If  we  are  this  far  along 
with  the  more  liberal  of  America's  political  parties  demanding  a 
market  economy,  we  are  going  to  be  pretty  safe  in  this  country. 

Let  me  switch  gears  slightly,  if  I  may. 

The  discussion  is  on  deregulation  versus  regulation.  I  think  the 
temper  of  the  times  and  of  this  committee  probably  is  to  move 
toward  deregulation.  I  wonder  however  if  we  are  not  miming  a 
very  small  issue  involving  a  little  more  regulation. 

This  issue  surfaced  very  close  to  home  several  weeks  ago  when  a 
small  bank  in  my  congressional  district  failed.  This  particular  bank 
was  an  uninsured  private  bank.  It  came  as  a  surprise  to  me  that 
such  uninsured  private  banks  still  exist  in  this  country. 

As  we  look  at  the  devastation  to  the  community  involved  where 
depositors  of  the  failed  bank  are  expected  to  get  back  no  more  than 
50  percent  of  their  deposits,  would  you  think  the  Federal  Govern- 
ment should  close  the  loophole  that  has  allowed  a  very  small  per- 
centage of  banks  in  this  country  to  remain  uninsured?  In  other 
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wordB,  do  you  think  Federal  deposit  insurance  ought  to  be  manda- 
tory in  the  banking  industry  today? 

I  raise  this  issue  because,  as  the  gentleman  from  Connecticut 
noted,  many  people  don't  look  at  contracts.  Since  virtually  all  com- 
mercial banks  are  FDIC-insured,  people  don't  look  for  the  sign  at 
the  bank  which  indicates  that  a  commercial  bank's  deposits  are,  in 
fact,  insured  by  FDIC. 

Again  do  you  think  we  ought  to  require  banks  to  have  Federal 
deposit  insurance?  Would  anyone  care  to  respond? 

Mr.  Nishimura.  I  would. 

Mr.  Leach.  You  would  not  wish  to  do  that? 

Mr.  Nishimura.  I  recall  seeing  that  on  TV  when  it  happened, 
Congressman,  and  I  was  appalled.  I  think  one  of  the  strengths  of 
the  banking  system  as  it  existed  over  the  past  few  years  is  that 
consumers  can  feel  comfortable  that  their  money  is  safe. 

I  have  to  admit  I  didn't  realize  it  and  I  still  don't  realize  the 
extent  to  which  it  occurs,  but  I  think  it  is  appalling  to  have  that 
happen  to  constituents  of  yours  or  anybody. 

Mr.  Leach.  You  would  favor  Federal  deposit  insurance? 

Mr.  Nishimura.  Yes,  I  believe  so.  I  am  not  sure  what  the  argu- 
ments would  be  on  the  other  side  of  it,  to  be  completely  honest.  But 
the  condition  that  existed  in  that  event  should  be  avoided  to  the 
extent  we  can. 

Mr.  Barnard.  Would  the  gentleman  yield? 

Mr.  Leach.  Yes. 

Mr.  Barnard.  I  think  in  most  States,  at  least  in  my  understand- 
ing, anyway,  most  States  require  some  type  of  insurance.  If  you  are 
not  insured  with  FDIC  or  FSLIC,  you  have  to  go  to  an  indemnity 
company  that  will  insure  you. 

I  am  not  saying  I  am  against  mandatory  insurance,  but  a  lot  of 
States  do  require  all  banks,  regardless  of  their  being  private  banks, 
nonregistered  banks,  to  have  insurance. 

Chairman  St  Germain.  Would  the  gentleman  yield? 

Mr.  Leach.  Yes,  I  will  be  glad  to  yield. 

Chairman  St  Germain.  I  dislike  disagreeing  with  my  colleague 
from  Georgia,  but  we,  too,  had  an  experience  in  Rhode  Island  a  few 
years  ago  with  a  small  loan  company  that  had  been  converted  to  a 
bank.  It  had  received  the  approval  for  conversion  from  the  State 
banking  authority  with  no  requirement  for  insurance  of  any  type. 
The  thing  went  belly  up. 

Mr.  Barnard.  I  was  really  going  back  to  my  experience  of  what 
we  do  in  Georgia.  We  make  them  have  insurance  in  Georgia. 

Chairman  St  Germain.  Unfortunately,  that  is  not  the  case  in 
many  States. 

Then  you  have  to  look  at  the  issue,  I  say  to  my  distinguished  col- 
league; that  is,  the  fact  that  there  are  a  number  of  States  that  pro- 
vide insuring  funds  of  their  own  other  than  in  competition  with  the 
FDIC  and  FSLIC.  Without  naming  any,  I  have  my  concerns  about 
the  adequacy  of  many  of  those  funds.  In  my  opinion,  many  of  them 
are  totally  inadequate  and  very  circumventing. 

Perhaps  in  those  States  there  is  a  requirement,  as  the  gentleman 
from  Georgia  just  enunciated,  that  there  be  some  insurance  so  a 
State  fund  is  created.  But  in  may  cases,  if  we  were  to  send  GAO  in, 
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we  would  find  them  totally  inadequate.  In  other  words,  they  are 
more  a  fiction  than  reality  as  an  insuring  fund. 

So  the  problem  is  a  very  complex  one.  Again,  it  boils  down  to  a 
dual  banking  system. 

Mr.  Leach.  I  appreciate  the  gentleman's  comments. 

Let  me  ask  the  other  panel  members,  whether  it  be  mandatory 
FDIC  insurance  or  the  equivalent,  do  you  think  it  is  appropriate  in 
this  day  and  age  that  all  banks  be  covered? 

Mr.  Rode? 

Mr.  Rode.  While  a  small  loophole,  it  is  a  complex  issue  related  to 
State  versus  Federal  authority,  the  dual  banking  system,  the 
nature  of  a  banking  charter. 

Our  perception  would  be  that  there  is  a  rather  pervasive  feeling 
that  all  deposits  under  £100,000  are  insured  by  the  Federal  Deposit 
Insurance  Corporation  or  by  the  FSLIC.  To  the  degree  that  this  is 
misunderstood,  it  should  be  addressed. 

For  deposits  over  $100,000  we  think  there  is  a  sufficient  level  of 
sophistication  so  that  the  individual  depositor  could  make  a  deter- 
mination very  adequately  on  his  own  as  to  the  safety  of  that  bank 
or  financial  institution. 

Chairman  St  Germain.  As  the  gentleman  knows,  we  found  that 
some  credit  unions,  that  are  supposedly  sophisticated,  have  used 
money  brokers  to  deposit  funds  in  banks.  One  of  those  banks  was 
Penn  Square,  and  on  that  one  they  took  a  nice  sleigh  ride. 

Mr.  Rode.  Sophistication  does  not  preclude  foolishness. 

Chairman  St  Germain.  Sophistication  does  not  alwayB  accrue  to 
those  with  more  than  $100,000. 

Mr.  Leach.  Mr.  Chairman,  I  would  conclude  with  the  observation 
that  we  just  might  want  to  look  at  these  uninsured  banks.  Al- 
though there  are  a  very  small  number  of  them,  they  tend  to  be 
wrapped  up  into  single  economies  that  make  them  a  little  more 
vulnerable.  In  the  case,  of  the  failed  bank  in  my  district,  it  was  an 
agriculture-related  bank,  and  when  the  agricultural  economy 
turned  a  bit  sour,  this  compounded  the  bank's  difficulties.  In  other 
situations  where  the  economy  is  changing  so  quickly,  some  of  these 
very  small  institutions  that  might  have  been  strong  in  one  genera- 
tion may  not  be  so  strong  in  the  next.  So  I  would  hope  we  can  look 
at  that. 

I  don't  think  we  can  put  under  the  rug  for  a  long  time  to  come 
the  larger  issue  of  new  types  of  institutions  acting  more  and  more 
as  if  they  were  banks  and  whether  they  should  have  to  fulfill  the 
same  requirements  as  banks.  It  is  going  to  be  an  ongoing  struggle 
for  this  committee  to  strive  for  a  level  playing  field  in  the  financial 
services  area. 

Mr.  McKinney.  Would  the  gentleman  yield  for  2  seconds  on 
that? 

Mr.  Leach.  I  would  be  delighted  to  yield. 

Chairman  St.  Germain.  We  will  get  to  you  momentarily. 

Mr.  McKinney.  Fine,  Mr.  Chairman.  I  am  waiting  to  hear  from 
the  man  who  lost  the  Jets. 

Chairman  St  Germain.  The  man  who  lost  the  Jets,  Mr.  Schumer. 

Mr.  Schumer.  Mr.  Chairman,  not  only  have  I  lost  the  Jets,  I 
have  lost  my  usual  proclivity  to  ask  questions.  I  yield  my  time. 

Chairman  St  Germain.  Mr.  Neal. 


,vGoogIe 


Mr.  Neal.  Thank  you,  Mr.  Chairman. 

It  appears  that  all  of  our  witnesses  support  this  legislation.  I  cer- 
tainly support  it. 

I  have  a  couple  of  questions  on  another  subject  that  I  think  is 
closely  related  to  it. 

I  notice  that  in  the  testimony  of  the  representative  of  the  Associ- 
ation of  Retired  Persons,  Mr.  Hacking,  on  the  second  page,  it  is 
said  that  the  1970's  should  have  taught  all  of  us  that  carelessly  ex- 
panding the  money  supply  can  be  one  of  the  causes  of  double-digit 
rates  of  inflation. 

I  certainly  agree  with  that  comment.  I  am  wondering — and  I 
want  to  ask  a  two-part  question,  if  I  can — I  wonder  whether  the 
other  members  of  this  panel  agree  with  it. 

Also,  I  noticed  in  Mr.  Nishimura's  testimony,  he  suggested  that 
we  should  have  the  government  allocate  credit  among  the  various 
elements  of  our  economy.  I  wonder  if  the  rest  of  you  would  agree 
with  that  idea. 

I  think  that  if  we  are  going  to  deal  seriously  with  this  question  of 
high  interest  rates,  we  are  going  to  have  to  agree  on  some  under- 
standing of  the  causes.  I  feel  we  are  not  near  that  agreement  in  the 
Congress,  I  will  have  to  say  that.  I  have  my  own  opinion;  others 
have  opinions  that  are  quite  diametrically  opposed. 

In  my  opinion,  the  record  will  clearly  snow  that  either  high  rates 
of  inflation  or  the  expectation  of  future  inflation  is  the  major  cause 
of  high  interest  rates.  We  are  in  a  period  right  now  when  the  ex- 
pectation of  future  inflation,  because  of  the  massive  budget  deficits, 
is  in  fact  keeping  real  interest  rates  high. 

Do  you  all  agree  that  carelessly  expanding  the  money  supply  can 
be  one  of  the  causes  of  double-digit  rates  of  inflation?  And  do  you 
agree  with  Mr.  Nishimura  that  we  ought  to  have  the  Government 
allocate  credit  here? 

That  would  be  a  very  dangerous  idea,  to  my  way  of  thinking. 

Mr.  Hacking.  Mr.  Neal,  with  respect  to  the  rapid  growth  of  the 
money  supply  in  the  1970's,  we  at  AARP  think  this  was  a  major 
factor  contributing  to  double-digit  inflation  during  that  decade. 

As  far  as  credit  allocation  goes,  AARP  is  on  record  as  opposed. 

We  know  interest  rates  are  high;  we  would  like  to  see  them  come 
down.  That  will  not  happen  until  the  Government  begins  to  reduce 
its  demand  for  credit  in  the  marketplace. 

We  were  very  supportive  and  worked  long  and  hard  on  behalf  of 
the  congressional  budget  resolution  that  was  adopted  this  year.  I 
must  say,  however,  that  we  are  quite  dismayed  that  the  Congress 
does  not  seem  to  have  the  political  will  at  this  point  to  enact  the 
revenue  increasing  measures  that  are  called  for  under  that  resolu- 
tion. 

We  are  seeing  an  economic  situation  developing  that  is  not  at  all 
pleasing  to  us— one  that  could  disrupt  what  would  otherwise  be  an 
orderly  economic  recovery  without  inflation.  We  are  also  seeing 
perhaps  the  beginning  of  the  demise  of  the  congressional  budget 
process. 

Mr.  Nishimura.  Congressman,  if  I  may  respond. 

Mr.  Neal.  Yes. 

Mr.  Nishimura.  Our  support  of  credit  allocation  is  not  that  the 
Government  should  allocate  at  every  level  but  that  the  Govern- 
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ment  ought  to  be  able  to  say  that  these  sectors  of  the  economy  or 
this  productive  use  of  credit  creates  jobs  and  therefore  more  credit 
ought  to  be  available  for  it — we  suggest  that  that  type  of  law  would 
be  in  effect. 

But  the  real  genesis,  the  source  of  that,  Congressman,  is  that  we 
see  the  system  as  it  works  now  trading  off  nigh  interest  rates 
against  employment  and  we  think  that  some  newer  approaches  to 
how  the  Government  decides  where  money  goes  should  be  consid- 
ered because  what  has  happened  is  that  the  price  of  high  inflation 
or  low  inflation  has  been  employment. 

We  believe  that  that  old  thinking  ought  to  be  looked  at  again. 

Mr.  Neal.  Let  me  say,  if  that  was  in  effect  and  you  had  this  ad- 
ministration and  a  Congress  that  did  everything  the  administration 
wanted,  don't  think  for  a  minute  that  the  people  you  represent 
would  get  much  of  that  credit. 

That  credit  would  and  in  many  cases  has  gone  to  very  different 
interests  than  those  you  are  interested  in. 

So  don't  think  that  the  Government  is  invariably  going  to  be 
benign  or  charitable  toward  the  people  you  represent  if  this  were 
the  case. 

Mr.  Nishimura.  We  believe  that  if  the  people  who  are  affected— 
the  industries  that  depend  on  credit,  the  labor-intensive  industries, 
were  vocal  about  it  there  would  be  some  action.  But  the  point  is 
that  the  Credit  Control  Act  of  1969  is  a  standby  authority  that  is 
given  to  the  President  and  the  Federal  Reserve  Board.  It  is  a  stand- 
by authority  to  be  able  to  take  another  tack  in  dealing  with  high 
unemployment  or  high  inflation. 

Mr.  Rode.  If  I  might  comment,  we  would  feel  that  credit  alloca- 
tion would  be  patently  inequitable  and  inefficient,  we  would  be  cat- 
egorically opposed  to  it. 

As  a  pragmatic  issue  at  our  bank  we  encourage  all  categories  of 
loans  to  grow,  the  problem  not  being  lack  of  loanable  funds  but 
lack  of  available  loan  demand. 

That  is  typically  the  case  in  our  institution. 

With  regard  to  how  we  go  about  returning  to  an  era  of  noninfla- 
tionary  stability  we  would  view  that  as  being  both  a  monetary  and 
fiscal  phenomenon  requiring  discipline  in  both.  We  must  have  a 
gradual  growth  of  the  money  supply  which  would  be  in  accord  with 
the  growth  in  our  gross  national  product  but  at  the  same  time  we 
have  to  impose  greater  discipline  on  Government  spending. 

Mr.  Neal.  Yes. 

Mr.  Gulan.  Mr.  Neal,  we  do  not  believe  that  credit  allocation  is 
the  right  way  to  go.  But  as  to  the  reasons  for  high  inflation  wheth- 
er it  is  just  double-digit  inflation  or  what  have  you,  we  still  have 
high  interest  rates  in  a  falling  inflationary  period. 

The  Federal  Government's  needs  for  money  in  the  marketplace 
historically  accounted  for  33  or  35  percent  and  they  are  up  to  60, 
60,  70  percent  of  all  available  money  in  the  market.  That  tends  to 
keep  the  interest  rates  up  in  and  of  itself.  As  we  come  out  of  the 
recessionary  period  we  will  see  this  crowding  out  phenomenon  we 
have  been  crying  about  for  the  last  2  years  and  originally  the  Sec- 
retary of  the  Treasury  said  was  nonexistent,  but  he  seems  to  have 
turned  around  since  his  original  discussion  of  that  point — but  it  is 
not  just  double-digit  inflation.  It  is  a  whole  panoply  of  issues  that 
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seem  to  roll  over  one  over  the  other  unless  we  can  bring  them  all 
under  control. 

With  our  massive  tax  cut  in  1981,  which  was  not  that  helpful  to 
small  business,  we  took  a  massive  cut  in  revenues  at  the  Treasury 
at  the  same  time  we  did  not  take  a  corresponding  cut  in  Federal 
expenditures,  especially  in  defense. 

Mr.  Neal.  It  was  a  program  that  did  not  add  up,  is  that  not  cor- 
rect? 

Mr.  Gulan.  That  is  correct.  So  therefore  in  the  out  years  we 
don't  see  the  interest  rates  coming  down  that  much.  Not  unless  we 
can  get  the  rest  of  it  under  control.  That  is  what  we  say. 

Mr.  Neal.  I  think  you  are  correct. 

Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  McKinney. 

Mr.  McKinney.  Thank  you,  Mr.  Chairman. 

Fourteen  years  ago  when  I  first  walked  into  this  room  I  thought 
that  the  ceiling  had  holes  in  it  to  let  the  light  come  through.  I 
since  have  learned  that  the  ceiling  must  have  holes  in  it  because  a 
lot  of  people  believe  there  is  someone  up  there  throwing  money 
down  that  no  one  has  to  pay  for. 

Both  of  my  good  friends  from  south  of  the  Mason-Dixon  line  have 
covered  the  issue,  but,  Mr.  Rode,  you  said  something  that  fascinat- 
ed me  because  I  asked  Mr.  Volcker  the  same  question.  I  am  in  a 
sermonizing  mood  so  you  may  not  get  a  chance  to  respond — but  as 
I  asked  Mr.  Volcker,  "Since  banks  are  now  spending  money 
percentagewise  than  ever  before  in  history  saying  we  have  money, 
come  get  money,  refinance  your  house,  boy,  have  we  got  money, 
why  are  interest  rates  are  still  up  there?" 

Mr.  Nishimura  made  a  very  honest  statement.  The  truth  would 
be  "Look,  if  you  are  going  to  get  11  percent  on  our  new  certificate 
at  New  York  City  we  are  going  to  charge  you  16  percent  for  the 
car." 

That  is  truth.  There  is  no  free  lunch.  "Look,  you  want  11  percent 
on  your  account  then  when  you  want  to  borrow  to  buy  a  car  or  re- 
frigerator, you  will  pay  through  the  nose  because  we  have  to  have 
our  ride." 

"We  have  got  plenty  of  money  and  we  are  going  to  give  you  11 
percent  on  savings  but  we  are  going  to  turn  around  and  tilt  you  on 
the  other  side  of  the  fence."  That  is  truth  in  advertising. 

I  couldn't  believe  it,  but  I  counted  on  Monday,  14  pages  of  adver- 
tising in  2  newspapers,  the  New  York  Times  and  the  Wall  Street 
Journal,  full  pages  of  how  much  I  was  going  to  get  for  depositing  a 
thousand  dollars  at  my  friendly  bank. 

You  know,  Mr.  Leach  had  a  very  good  point,  "You're  in  good 
hands  with  Allstate."  Sure  you  are.  Implicit  with  the  CD  and  ev- 
erything else  that  my  good  friend,  Mr.  Barnard,  talked  about  is, 
"This  is  Sears.  We  are  safe.  We  are  wonderful." 

Yes,  so  was  Eastern,  so  was  Chrysler,  so  was  Lockheed,  so  was 
Continental,  et  cetera. 

Why  don't  we  stop  kidding  ourselves.  Inflationary  expectation  is 
the  excuse  given.  The  fact  of  the  matter  is — you  talk  about  truth  in 
advertising — if  we  stopped  banks  from  advertising  all  these  differ- 
ent products,  they  could  probably  pay  the  depositors  another  full 
percent  and  a  half. 
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The  whole  banking  issue  both  amazes  me  and  concerns  me.  I 
have  watched  the  big  banks  come  toward  me  blindfolded  like  the 
statute  of  justice  screaming  deregulate  me,  and  at  the  same  time 
they  hand  me  Penn  Square,  Drysdale,  Continental,  Brazil,  Argenti- 
na, and  Mexico — all  in  horrible  condition.  "Never  mind  about  them 
though,  deregulate,  Mr.  Congressman,  we  know  what  we  are 
doing,"  they  say. 

The  truth  is  the  American  people  are  the  smartest  money  bro- 
kers in  the  entire  world.  We  sat  here  like  the  12  Apostles  at  the 
Last  Supper  and  said,  "Well,  we  are  going  to  give  banks  the  right 
to  compete  with  the  money  market  funds  and  with  a  little  bit  of 
luck  we  will  get  $50  billion  in  them  within  a  year."  The  Comptrol- 
ler of  the  Currency,  the  chairman  head  of  the  Fed  and  the  Treas- 
ury Secretary  all  said,  yes,  it's  a  good  idea,  maybe  we  will  get  $50 
billion  in  a  year. 

The  American  people  put  in  $367  billion  in  6  months,  and  we  the 
experts,  all  of  us,  were  wrong. 

Guess  what?  The  American  people  were  right  because  they  put  it 
right  to  the  banks.  They  went  in  and  took  out  the  5.25-percent 
money  from  in  the  same  bank  and  put  it  in  9.25-percent  accounts. 
And  the  people  borrowing  the  money  wound  up  paying  for  it. 

I  guess,  Mr.  Chairman,  the  sermon  here  on  this  mount  is  just 
simply  that  there  is  nobody  up  there  throwing  money  down.  If  we 
put  in  a  RESPA  on  financial  disclosure  the  consumer  is  going  to 
pay  for  it.  The  title  company  up  here  on  Pennsylvania  Avenue  is 
charging  you  like  crazy  for  the  paperwork.  Every  year  you  go 
review  your  loan  and  he  will  tell  you  it  gone  up  another  tenth  of  1 
percent  in  charges  and  you  say  "Why?" 

"Paperwork.' 

"Does  anyone  ever  read  it?" 

"No."  Is  there  a  single  individual  who  ever  read  through  the  47 
to  90  pages  of  their  condominium  agreement? 

Yes,  the  lawyer  that  wrote  it  for  $25,000  a  page. 

I  am  not  a  lawyer,  I  was  a  small  businessman.  What  I  see  in  thin 
situation  simply  is  this.  I  am  for  the  bill;  I  will  support  the  ranking 
member  and  the  chairman.  But  if  I  were  still  Fairfield  Firestone  I 
would  be  paying  for  it  and  paying  for  it  good  because  there  is  no 
one  up  there  giving  me  the  paperwork  or  the  interest  payment  or 
anything  else  without  charging  me  for  it  somewhere. 

I  would  suggest  to  you  that  we  all  keep  that  in  mind  because 
that  is  the  real  truth.  The  11  percent  that  a  New  York  bank  adver- 
tises is  only  there  because  he  can  charge  you  higher  long-term  loan 
rates.  If  he  were  forced  to  list  under  that  11  percent  in  the  same 
size  print  what  a  3-year  car  loan  rate  is  or  what  a  30-year  fixed- 
term  mortgage  is,  or  if  Sears  were  forced  to  tell  you  that  by  the 
time  you  paid  for  that  washing  machine  on  installments  you  would 
have  paid  the  price  three  times,  people  wouldn't  be  so  fast  to  ask 
for  11  percent  for  their  deposits. 

Frankly,  the  only  interest  I  was  interested  in  when  I  was  a  small 
businessman  was  now  much  money  could  make.  I  started  with  the 
assumption  that  the  banks  were  going  to  take  me  for  a  ride 
anyway  and  today  nothing  has  changed.  They  are  in  the  business 
of  making  money  off  money.  I  was  in  the  business  of  making 
money  off  tires  and  appliances. 
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So  if  in  fact  they  are  going  to  pay  me  interest  I  know  who  is 
going  to  pay  that  interest.  They  are  not  paying  me  a  thing.  I  am 
paying  for  it.  That  is  the  message  we  have  to  get  across.  It  sounds 
wonderful,  and  let's  do  it,  but  let  us  realize  that  any  consumer,  any 
small  business,  anyone  who  gets  anything  in  interest  on  a  demand 
account  is  paying  for  it  when  they  buy  a  car,  a  house,  a  refrigera- 
tor, when  they  get  a  loan,  or  marry  off  a  daughter — I  married  off 
two  of  them  this  summer  and  I  am  paying  for  it.  The  only  reason  I 
bring  this  up  is  because  I  could  have  married  off  the  same  daugh- 
ter 10  years  ago  and  paid  5.25  to  9  percent.  Instead  I  married  her 
off  this  year  and  am  paying  14  to  18  percent. 

It  is  all  there.  As  I  said  earlier  there  is  no  free  lunch.  If  you  want 
protection  such  as  the  FDIC,  you  pay  for  it. 

Chairman  St  Germain.  Did  the  gentleman  say  he  is  giving  dow- 
ries out? 

Mr.  McKinney.  When  you  are  finished,  Mr.  Chairman,  with  a 
liquor  dealer,  finished  with  a  caterer,  and  finished  with  a  church, 
you  certainly  feel  as  if  you  are  giving  out  a  dowry. 

I  am  sorry,  Mr.  Chairman,  that  is  all. 

Mr.  Barnard.  Would  the  gentleman  yield  for  a  question? 

Mr.  McKinney.  Yes. 

Mr.  Barnard.  What  was  it  about  the  Firestone  tire  recall,  that 
big  recall?  Was  that  for  profit? 

Mr.  McKinney.  I  would  say  the  chairman  talked  about  the  tire 
business  and  the  bad  side  was  I  decided  to  run  for  Congress 

Mr.  Barnard.  You  can  kick  the  tire  but  not  the  Congressman. 

Mr.  McKinney  [continuing].  And  I  couldn't  even  understand  it 
after  14  years  in  the  tire  business. 

Chairman  St  Germain.  I  thought  you  ran  for  Congress  because 
as  you  said,  you  were  being  "bleep,  bleep,  bleeped"  by  the  banks. 

Mr.  McKinney.  That  is  right. 

Chairman  St  Germain.  The  staff  is  grateful.  They  asked  me  to 
express  my  gratitude  that  during  your  sermon  on  the  mount,  you 
didn't  break  the  tablets. 

Mr.  Barnard. 

Mr.  Barnard.  I  have  no  further  questions,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Neal. 

Mr.  Neal.  No  questions. 

Chairman  St  Germain.  Gentlemen,  it  has  been  stimulating.  Just 
look  at  how  you  aroused  our  colleague  from  Connecticut,  Mr. 
McKinney. 

I  don't  know  whether  he  is  going  back  into  the  tire  business  or 
not. 

We  have  some  written  questions  that  we  will  be  submitting  to 
you.  I  hope  you  can  help  us  with  the  answers  to  those  as  well. 
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Again,  we  thank  you  for  your  appearance  and  for  taking  the 
opportunity,  as  Mr.  Barnard  said,  to  expand  on  the  subject  matter.  It 
has  all  been  very  helpful. 

Thank  you. 

The  subcommittee  stands  in  recess  until  the  call  of  the  Chair. 

[Whereupon,  at  11:25  a.m.,  the  subcommittee  was  adjourned,  sub- 
ject to  the  call  of  the  Chair.] 

[The  following  letters  from  Chairman  St  Germain  were  sent  to 
Witnesses  Rode,  Gulan,  Hacking,  and  Nishimura  and  appear  with 
the  responding  letters  of  the  witnesses:] 
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October  20,  19!  3 


Mr.  James  D.  Rode 

President/CBA  Government  Relation']  Con 

The  Consumer  Bankers  Association 

1300  N.  17th  St. 

Arlington,  Va.,  22209 

Dear  Mr.  Rodei 

On  behall  ol  the  Subcommittee,  1  war 


1.  On  October  1,  19S3,  commercial  bank  witnesses  testified  that  loan  rates  would 
testimony  Is  not  as  definite  on  this  point.  Please  explain  your  position  further. 

2.  Concerning  the  Issue  af  money  brokerage,  a  suggestion  by  Chairman  [ssac  ol 
the  FDIC  In  his  October  3, 1913  response  to  my  inquiry  would  be  to  realign  the 

market  discipline.  He  states  that  perhaps  brokered  funds  ought  to  be 

Id  be  treated  as  principals  for  purposes  ol  the 


November  2,  1 93  3. 
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subject  to  regulations  affecting  product*,  they  can  simplify  and 
consolidate  Internal   operations.     The  resulting  efficiencies  In  operations 
should  decrease  present  costs. 

When  financial    Institutions  can  pay   Interest  on  demand  deposits,   they 
■III   attract  additional    deposits.     The  combination  of  acre  deposits  and 
fewer  products  should  provide  financial    Institutions  greater  economies  of 
lending  programs.      He  expect  that   fixed    lending 
/er  more  loans  enabling   Institutions  to  provide 


Institution  does  not  operate  In  a  vacuus, 
nanclal    Institutions  by  offering  similar 
II    force   Institutions  to  offer  competitive  rates  In 
For  the  above  reasons,  we  do  not  bel lave  that 
consumers  *! I  I    have  to  pay  higher   loan  rates  when  Interest  Is  paid  on 
demand  deposits. 

5-2.  Concerning  the  Issue  of  money  brokerage,  a  suggestion  by 
Chairman  Isaac  of  the  FDIC  in  his  October  3,  1983  response  to  my 
Inquiry  would  be  to  realign  the  currant  Federal  Deposit  Insurance 
amounts  and  coverage  To  help  Impose  more  market  dlsclpl Ine.  He 
states  that  perhaps  brokered  funds  ought  to  be  uninsured  or  that 
brokers  should  be  treated  as  principals  for  purposes  of  the  1100,00 
Insurance    limit.      Please  comment  on  these  suggestions. 

The  CBA  appreciates  your  Concern   regarding  the   level    Of   brokered 
deposits  at  recently  failed  financial    Institutions.     However,  we  do  not 
bel love  that  now   Is  an  appropriate  time  to  attempt  to     eg  is  atlvely 
address  these  concerns.     Legislation  that  restr  cts  the  flex  bll  Ify  of 
financial    Institutions  to  compete  for  funds     h  the  marketplace  would 
unwisely   limit  their  ability  to  attract  depos  +s  from  all   appropriate 
source*.     Me  do  believe  that  restrict  ons  on  the  use  of  brokered  funds 
could  be  Imposed  on  banks  subject  to  special    supervisory  attention  as  a 
result  of  problems  that  are  manifested  during  the  examination  process. 

Nevertheless,  we  agree  with  the  October  27,  1963  statement  of 
Comptrol ler  of  the  Currency,  C.T.  Conover,  that  the  fD  C  proposed  solutl 
that  brokered  fund*  be  uninsured  or  that  brokers  be  subject  to  special 
Insurance  coverage  would  be  largely   ineffective,  because  the  most     Ikely 
result  of  the  legislation  would  be  the  development  of  services  that  did 
not  fal I  within  the  chosen  legal   definition  of  deposit  broker  ng 
Non-regu I ated  money  market  mutual    funds  and  non-bank  banks  developed 
because  of  a  combination  of  market  demands  and  corporate  "Inventiveness, 
made  necessary  because  of  the  regulations   In  the  financial    services 
Industry.     That  experience  would  be  repeated  It  brokered  deposits  were 
regulated   In  the  manner  suggested  by  Chairman   Isaac. 
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We  do  bal Inva  that  Congress  should  examine  the  deposit  Insurance 
system   In  order  to  develop  Measures  that  would  prevent  the  Insulation  of 
depository   tnstltltutlons  fro*  market  discipline.     However,   brokered 
deposits  play  an  Important  and  beneficial   part  In  our  financial   system. 
Therefore,  we  ask  that  deposit  Insurance  reform  proposals  narrowly  address 
abuses  In  the  use  of  brokered  deposits  by  problem  financial    Institutions, 
and  not  restrict  the  access  of  financial    institutions,  general ly,  to  this 
Important  source  of  deposit  funds. 

Q. 3.  You  have  urged  this  subcomn I ttee  to  consider  requiring  the 
payment  of  Interest  on  reserves  on  al I  required  reserve  balances 
which  depository   institutions  hold  at  the  Federal   Reserve.     This 


Federal  deficit.  Assuming  that  yoi 
In  the  deficit,  what  additional  to: 
expenditures  do  you   recommend? 

CEA  has  endorsed  the  payment  of  reserve  bal  ancas  QMY.  on  the  Honey 
Market  Deposit  Account  (MMDA),  the  Super  Now  Account,  ana  any  other 
account  authorized  after  December  1,1982.     He  have  taken  this  approach 
because  of  our  concern  over  the  budget  deficit.     Mr.  Volcker,    In  his 
testimony  on  September  13,  1983  before  the  Senate  Bank  ng  Committee, 
stated  that  the  impact  of   the  payment  of    Interest  on  the  reserves  held  on 
the  MMDA  and  the  Super  Mow  accounts  wOu  d  be  approximate  y  1125  HI  1 1  Ion. 
Unfortunately     we  do  not  have  the  expertise  to  suggest  additional   tax 

Impact        However     we  b»l lave   that  requiring  that     ntorest  be  paid  only   on 
new  accounts  amounts  to  a  gradual    phase-In  of  earn  ngs  on  reserves  which 
mitigates  the   impact   on  the   budget.      Furthermore,    we  bel leve   that  the 
payment  -of    Interest  on  reserves  will    In  turn  permit  the  payment  of  higher 
rates  on  certain  deposit  accounts  and  encourage  greater  deposits  In  these 
accounts.     A  portion  of  the  additional   earnings  on  these  accounts  will 
return  to  the  Treasury  as  taxable  Income,   further  mitigating  any   Impact  on 
the  budget. 

Nhl le  there  may  be  some  Impact  on  the  budget,  we  bel leve  that  It  Is 
absolutely  critical    to  the  successful   attainment  of  the  goals  of  H.R. 
3535,   that  H.R.    1 01 J   or   a   similar   b  I II    accompany    It.      This    Is    Illustrated 
by  the  success  of  the  MMDA,  which  has  attracted  over  1560  bi 1 1  Ion  since 
Its  Inception,   and  the  relative  failure  of  the  Super  NOW  account,  which 
has  drawn  only  530  billion  since  Its  Inception.     The  difference   Is 
entirely  attr  butab  e  to  the  twelve  percent  reserve  requirement  on  the 
S  per  mow  account     as  the  personal   MMOA  requires  zero  reserves  and  the 
bus  ness  MMDA  carries  only  three  percent.     The  effect  of  the  twelve 
percent  reserve  requirement  Is  to  reduce  the  rate  Institutions  can  pay 
their  custoners  to  a  below  market  rate.     Customers  are  simply  unwilling  to 
accept  th  s  rate  penalty  when  they  have  readily  available  alternatives 
that  pay  a  market  rate.     As  a  result,  the  MMDA  Is  a  smashing  success,  and 
the  Super  MOM  account  Is  a  failure. 
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Mr.  Chairman,  the  Consjnor  Bankers  Association 
opportunity  to  testify  befor*  your  committee  and  to 
questions.  We  aould  be  happy  to  answer  any  further 
you  and  your  staff  on  any  of  the  problems  and  posslb 
believe   should   lie   addressed. 


ms  D.   Rod* 

.    Executive  Vice   President 

ar! Trust  Company 
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October  20, 1MJ 


Dor  Mr.  Culam 

On  behalf  ol  the  Subcommittee,  1  want  to  express  my  4pprecl»tion  (or  your 

:tot>er  6,  19S3  relating  to  H.R.  3533,  the  Demand  Deposit  Equity  Act  ol 
i,  wnwn  wuuld  authorise  ill  depository  Institutions  to  offer  Interest  bearing  demand 
oslts.  As  1  itated  during  the  hearing,  time  would  not  permit  all  questions  to  be  asked 
accordingly,  your  written  responses  to  the  following  questions  would  be  appreciated. 

justify  other  sweeping  changes  in  banking  law  or  regulation.  On  Tuesday, 
October  4,  1983,  the  American  Bankers  Association  outlined  other  steps  that 
need  be  taken  on  issues  before  we  consider  the  issue  before  in  today— among 
these  steps  would  be  allowing  commercial  banks  to  engage  in  insurance  and 
real  estate  development,  and  eliminating  state  usury  ceilings.  Please  explain 

2.  On  Tuesday,  October  0,  1933,  witnesses  urged  this  subcommittee  to  consider 
requiring  the  Federal  Reserve  to  pay  interest  on  reserves  which  it  holds  for 
financial  jnstitukma.  If  enacted,  this  would  result  in  decreased  Treasury 
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Hon.   Femand  J.  St  Germain 
Chair-ran, 

Subcommittee  on  Financial  Ins 
Regulation  and  Insurance 
Committee  on  Banking,  Finance 
U.  S.  House  of  Representative 
Room  21 08  -  Rayburn  House  Off 
Washington,  DC  20515 


tut  ion 5  Supervls 
nd  Urban  Affairs 


is  «111  respond  to  your  letter  of  Oct 
certain  Issues  raised  by  other  w1tn( 
e  Demand  Deposit  Equity  Act  of  1983. 

1.     Aliening  commercial  banks  to  engage  in  insurance  and  real  estate 

NSB  does  not  feel  that  banks  should  be  allowed  Into  these  non-banking 
areas  of  commerce.  It  1s  our  opinion  that  a  healthy  climate  presently 
exists  and  that  we  have  a  competitive  situation  among  Independent 

enjoys  benefits  from  this  competition  that  might  not  be  present  were  a 
few  large  bank  holding  companies   able  to  control   the  market.     Even  though 
it  might  be  argued  that  new  fee  Income  for  banks  derived  from  offering 
these  services  could  be  used  to  offset  new  Interest  payments  on  demand 

would  outweigh  the  benefits  to  commercial  banks. 


lings- 


o  be  one  of  small   business': 

primary  needs,  we.  therefore,  are  support* 

ceilings. 

3.     Rajment  of  Interest  on  reserves— 

fie  reserves"  should  probably 

posits  held  by  commercial 

Utate  banks'  ongoing  adjust- 

ments  to  Interest  rate  deregulation  and  co 

uld  be  viewed  as  simple  equity. 
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Since  reserve  requirements  rise  dramatically  on  transaction  accounts 
In  excess  of  $25  million  (from  3%  to  12S)  It  Is  obviously  the  larger 
banks  which  Mould  reap  the  most  benefit,  but  even  smaller  banks  Mould 
receive  a  proportional  share.  In  order  to  minimize  detrimental  effects 
on  budget  deficits,  this  proposal  might  be  carefully  phased  In  over  a 
number  of  years.  Under  these  conditions,  NSB  could  support  the  paynent 
of  Interest  on  reserves  held  by  the  Fed. 


Executive  Vice  President 
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U.S.  HOUSE  OF  HEPHESENTAT1VES 


testimony  on  October  &,  1983  relating  to  H.R.  333],  the  Demand  Deposit  Equity  Act  of 
1983,  which  would  authorize  ail  depository  institutions  to  offer  Interest  bearing  demand 
deposits.  As  [  stated  during  the  hearing,  time  would  not  permit  all  questions  to  be  asked 
and  accordingly,  your  written  responses  to  the  following  questions  would  be  appreciated* 

1.     At  the  bottom  of  page  3  In  your  prepared  statement,  you  warn  that  deregulation 
does  not  lead  to  the  conclusion  that  financial  and  commercial  operations  should 
be  totally  mined.  Several  of  the  banking  witnesses  who  testified  before  us  on 
Tuesday  October  *,  19a),  argued  that  we  should  not  approve  interest  on  demand 
deposits  until  some  of  the  separations  between  banking  and  commerce  are 


2.     Concerning  the  issue  of  money  brokerage,  a  suggestion  by  Chairman  Isaac  of  tt 
FD1C  in  his  October  3,  19*3  response  to  my  inquiry  would  be  to  realign  the 
current  Federal  Deposit  insurance  amoirita  and  coverage  to  help  impose  more 
market  discipline.   He  states  that  perhaps  brokered  funds  ought  to  be  uninsurei 
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November   1,    1383 

The  Honorable  Fernand  J.   St  Gern 

Chairman 

Subcommittee   on  Financial   Inati 

Supervision,    Regulation  and   Insi 

Committee   on  Banking,   Finance  and  Urban  Affairs 

u.    S.   House   of  Representatives 

Washington,   0.    C.      20515 

This   ia   in   response  to  your   letter  of  October   19,   relating 
to  H.R.    3535. 

In   answer   to  your   first  question,   we  would   like   to  draw  a 
distinction   between    (1)    deregulation    in   the    sense    that   the 
government   should   withdraw   from  detailing    the  way   commercial 
banks  conduct  their  business,    and    (2)    deregulation  in  the 
sense  that  commercial  banks  should  be   free   to  engage   in   any 
type  of  commercial  activity  which  appeals  to   them  as  profit 
making.      Commercial  banks    {and  other   financial   institutions), 
which  have   the   power    to  create    deposit  money,    have   a   special 
license   from  the   state  because   all   societies   think   financial 
institutions    require    supervision.       For   one    thing   —    and   of 
special   concern   to   the  elderly   —   is   that   the  excessive 
expansion  of  the  deposit  money  supply  contributes   to 
inflation. 

A   second    point   is    that   the    commercial    banks    have   a  monopoly 
on   creating   the  deposit  money  supply.      If  we  give  the   commercial 
banks   the  power  to  operate  in  commercial   fields,    a  conflict  of 
interest  may   arise    (in  making  advances)    between   their  business 
interests  and  customers  in   the   same   field  of  activity. 

A  third   point  is    that    the    government   directly  insures    certain 
depositors   of    the   bank   and   indirectly    (through   insurance   and 
as   a   lender   of   last   resort)    with  the   consequence  that  the 
government  becomes   a  source  of   implicit  capital   for  a  commercial 
bank's   operations.      If  the  banks   go  into  widened  commercial 
operations,    it  is  only  equitable  that  the  government  insure 

reditors   of  business  firms  which  are   in  competition  with 
\al   interests  owned   by   the  bankB. 


,vGoogIe 


You  will  understand   that  we   have  gr: 
deregulating  commercial   banks   so  that  they  may  engage   in 
widened   commercial   operations.      If  it   is   necessary  to  delay 
granting  commercial  banks   the  right  to  pay  interest   on 
demand  deposits    until    the    dangers   of   widening    their   commercial 
operations  may  be   assessed,   we   have   no  objection.      During  this 
period  of  assessment,   we  would   hope   that   the  Committee   acts 
on   revising  deposit  insurance    (to   reflect  the  higher   risks 
of   commercial   banks   engaged   in   various   types   of   commercial 
Operations)    and    that   the    Committee    reviews    the   propriety   of 
the   government  making    loans    of    "last    resort"    to   commercial 
banks  which  may  be   failing  because  of   losses   in   their  com- 
mercial operations. 

In  answer  to  your  second  question,   we   are   in  favor  of  revising 
deposit  insurance   so  that  variable   rates    (or  limits}    reflect 
the   risks  of  the  commercial  banks'   operations.      If   limits  on 
the   insurance   on  deposits  secured   for   commercial  banks   through 
brokers  will  advance   variable  r: 
objection. 

rely. 


^^ 
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US.  HOUSE  OF  REPRESENTATIVES 
su»co*Mi»rm  oh  mmmul  imst 

SUmMMON.  HWULMION  AHO  IW 


October  19,  1M3 


Mr.  Clem  Nishirnurs 
Legislative  Representative 
Consumer  Federation  of  Ar 
1012  l«th  Street,  N.W. 
Washington,  D.C.  2000) 


it  to  express  my  appreciation  lor  your 
testimony  on  October  6,  1913  relating  to  i  i-R.  3535,  th«  Demand  Deposit  Equity  Act  of 
19S3,  which  would  authorize  all  depository  institution!  to  ofler  intent  bearing  demand 
deposits.   As  1  stated  during  the  hearing,  time  would  not  permit  all  questions  to  be  asked 
and  accordingly,  your  written  responses  to  the  following  questions  would  be 
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Consumer  Federation  of  America 


The  Honorable  remand  St  Germain 

Committee  on  Banking,  Finance 

and  Urban  Affairs 
!1Z9  Rayburn  House  Office  Building 
Washington,  0.  C.     20515 


CFA  appreciated  the  opportunity  to  testify  before  the  Financial   Institutions 
Subcommittee  of  the  House  Banking  Comnittee  regarding  H.R.  3535,  the  Demand 
Deposit  Equity  Act  of  1903.     I  vns  particularly  pleased  to  be  able  to  engage  in 
discussions  with  subcomrittee  members  on  other  areas  of  banking  and  financial  ser- 


1.  On  pages  2  through  5  of  your  written  testimony,  you  comment  on  the 
consumers'  need  for  none  standardized  information  in  choosing  their 
appropriate  savings  accounts  or  instruments.  Do  you  feel  the  goals 
which  you  have  outlined  can  be  successfully  accomplished  by  regula- 
tion? 

While  CFA's  Policy  Resolutions  acknowledge  support  for  either  regulatory 
or  legislative  action  to  Implement  Truth-in-Sav1ngs,  I  believe  that  a  legisla- 
tive response  1s  far  more  logical  and  desirable.  This  opinion  is  based  on  two 
observations. 

rdiied  information.     According  to  Dr.  Richard 
a  well-known  expert  on  Interest  rates,  there 
are  over  7  million  ways  to  compute  any  given  interest  rate.     Legislation  can, 
not  only  establish  a  common  basis  for  Truth- in -Savings  disclosure  but,  also 
institute  uniform  procedures  for  calculating  savings  rates.     The  regulatory 
agencies  can  then  implement  according  to  these  guidelines.     Leaving  this  task 
wholly  to  regulators  without  the  benefit  of  legislative  direction,  runs  the  rea 
risk  of  creating  even  more  confusion  in  the  marketplace. 

Second,  the  explosion  of  savings  options  is  not  limited  to  Institutions 
covered  under  the  present  regulatory  scheme.     In  legislative  deliberations. 
Congress  may  want  to  expand  the  applicability  of  Truth- 1n-Savtngs  to  those 
unregulated  institutions  offering  consumer  savings  options. 
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Concerning  the   issue  of  money  brokerage,   a   suggestion  by  Chairman 
Issac  Of  the  FDIC   in   his  October   3,   1983   response  to  my   Inquiry  would 
be  to  realign  the  current  Federal  Deposit  Insurance  amounts  and 
coverage  to  help  impose  more  market  discipline.     He  states  that  perhaps 
brokered  funds  ought  to  be  uninsured,  or  that  brokers  should  be  treated 
as  principals  for  purposes  of  the  $100,000  Insurance  limit.     Please  com- 
ment on  these  suggestions. 

nylng  federal   insurance  to  brokered  funds  will,  I  believe,  drive  brokers 
business.     While  this  nay  be  unpopular,  especially  with  brokers,  CFA  is 
disposed  to  opposing  this  solution.     The  dramatic  costs  on  the  banking 
of  brokered  deposits  may  well  exceed  the  perceived  benefits.     Additionally, 


result  of  the  broker  funds'  eligibility  for  deposi 

The  proposal  that  brokers  be  treated  as  principals  for  the  purpose  of  the  in- 
surance limit  seems  to  address  the  magnitude  of  the  abuse  rather  than  the  abuse 
itself.     To  the  extent  that  the  magnitude  1s  a  major  problem,  this  solution  may 
work,   though  technology  and   informal   agreements  among  brokers  may  circumvent   its 
enforcement. 

CFA  recognizes  the  complexity  of  the  deposit  insurance  system  and  the  inter- 
relationships that  exist  between   it  and  other  regulatorymechanisms.     Both  of   these 
proposals  deserve  more   investigation   by  Congress   to  assure  that  any  change   is 
workable  and  effective. 


^ShiJS<^~~~~' 


Legislative  Representative 
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THE  DEMAND  DEPOSIT  EQUITY  ACT  OF  1983 


THURSDAY,  OCTOBER  27,  1983. 

House  of  Representatives, 
Subcommittee  on  Financial  Institutions 
Supervision,  Regulation  and  Insurance, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  D.C. 

The  subcommittee  met,  pursuant  to  call,  at  10  a.m.,  in  room 
2128,  Rayburn  House  Office  Building,  Hon.  Fernand  J.  St  Germain 
presiding. 

Present:  Representatives  St  Germain,  Barnard,  Vento,  Garcia, 
Schumer,  Carper,  Wylie,  Leach,  McKinney,  and  McCollum. 

Chairman  St  Germain.  The  subcommittee  will  come  to  order. 

We  continue  our  hearings  today  on  legislation  authorizing  all  de- 
pository institutions  to  offer  interest  bearing  demand  deposits  with 
the  testimony  from  each  of  the  Federal  bank  regulatory  agencies. 
As  I  said  when  I  convened  hearings  on  H.R.  3535,  the  Demand  De- 
posit Equity  Act,  last  month  and  have  said  at  every  hearing  since 
then  on  this  topic,  it  is  time  to  eliminate  the  obstacles  to  small 
businesses  and  consumers  receiving  an  equitable  return  on  their 
demand  deposits.  The  testimony  of  the  commercial  bankers  was  of 
little  help  in  this  regard.  They  continue  to  want  us  to  give  them 
greater  powers  before  giving  a  fair  break  to  the  average  American. 
This  is  unacceptable.  They  and  other  witnesses  also  tried  to  perpet- 
uate the  myth  that  interest  on  demand  deposits  would  lead  to 
higher  loan  rates.  This,  too,  must  be  rejected.  Depository  institu- 
tions now  compete  with  difficult-to-measure  services  which  are  un- 
deniably reflected  in  current  loan  rates.  The  Demand  Deposit 
Equity  Act  will  result  in  greater  operating  efficiencies  and  enable 
consumers  and  small  businesses  to  earn  an  explicit  market  return 
on  their  demand  deposit  funds.  If  loan  rates  are  high,  it  is  because 
general  interest  rates  are  high  and  for  this,  we  must  look  to  those 
with  responsibility  for  monetary  policy — the  Federal  Reserve. 

While  there  are  potentially  some  differences  among  my  col- 
leagues as  to  the  details  of  H.R.  3535,  there  appears  to  be  a  consen- 
sus for  action.  What  differences  of  view  remain  are  the  sort  that 
can  be  dealt  with  by  the  subcommittee. 

Our  witnesses  today  will  also  discuss  their  plans  relating  to 
money  brokers.  Your  predecessors,  gentlemen,  have  had  their  eyes 
on  money  brokers  for  at  least  a  decade,  and  Penn  Square  certainly 
brought  into  clearer  focus  the  need  to  reexamine  the  Federal  re- 
sponse to  the  activities  of  these  intermediaries  in  the  CD  market. 
(305) 
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The  statistics  suggest  that  the  time  for  action  has  arrived,  26  of  the 
last  35  failed  banks  had  brokered  deposits,  compared  with  just  10 
of  the  previous  37  failed  banks.  Credit  unions  were  burned  badly  by 
Penn  Square,  and  some  had  harsh  words  to  say  about  the  brokers 
involved  there.  But  credit  unions  have  kept  using  brokers;  over 
$170  million  in  brokered  money  from  credit  unions  has  shown  up 
in  banks  that  failed  after  Penn  Square.  That  $170  million  is  over 
twice  as  much  brokered  credit  union  money  as  Penn  Square  had 
when  it  failed. 

These  facts  cannot  be  ignored.  Hard  thought  must  be  given  to 
whether  more  dramatic  regulatory  steps  should  be  taken  right 
now,  rather  than  waiting  for  the  oftentimes  leisurely  pace  of  rule- 
making to  run  its  course.  I  look  forward  to  your  comments  on  how 
acute  you  believe  the  problem  is  and  what  you  believe  are  neces- 
sary immediate  responses  as  well  as  your  throughts  on  long-term 
solutions.  In  future  hearings,  we  will  be  asking  the  brokers  for 
their  views  on  the  situation  from  their  perspective. 

Before  hearing  from  our  witnesses,  I  want  to  clarify  the  situation 
relating  to  H.R.  3535  and  H.R.  3895,  the  pending  legislation,  and 
the  subject  of  money  brokerage.  The  two  topics  have  been  consid- 
ered together  as  matter  of  convenience  and  because  of  the  urgency 
of  both.  With  the  testimony  of  our  witnesses  today,  we  will  con- 
clude the  hearing  phase  of  the  subcommittee's  consideration  of 
H.R.  3535.  With  regard  to  money  brokers,  future  steps  will  be 
guided  by  the  evidence  brought  to  light  in  these  and  possible  future 
heaT 


I  recognize  Mr.  Wylie  for  his  opening  statement. 

Mr.  Wylie.  I  have  a  very  brief  opening  statement,  Mr.  Chairman. 

It  is  a  privilege  to  welcome  the  distinguished  principals  of  nearly 
all  of  the  Federal  regulatory  agencies  and  the  principal  expert  on 
regulatory  matters  at  the  Federal  Reserve. 

As  I  have  stated  before,  I  believe  that  the  chairman's  bill  has 
merit.  It  is  the  logical  next  step  in  the  deregulation  of  deposits  and 
accounts,  which  will  be  highly  beneficial  to  small  businessmen  and 
to  the  efficient  functioning  of  the  financial  system.  People  as  a  rule 
have  come  to  expect  that  they  will  be  paid  interest  on  funds  they 
lend,  and  this  includes  bankers  as  well  as  their  depositors. 

It  is  appropriate,  however,  that  we  consider  ways  to  cushion  the 
impact  this  bill  will  inevitably  have  in  the  earnings  of  depository 
institutions  which  have  substantial  amounts  of  corporate  demand 
deposits.  Among  the  ideas  we  should  consider  are  a  phase-in  of  in- 
terest on  corporate  demand  deposits  and  the  payment  of  interest 
on  required  reserves,  as  proposed  by  Congressman  Barnard. 

I  note  that  since  the  subcommittee  last  met,  the  Federal  Deposit 
Insurance  Corporation  and  the  Federal  Home  Loan  Bank  Board 
have  issued  an  advance  notice  of  proposed  rulemaking  on  brokered 
deposits.  This  proposal  provides  considerable  grist  for  questions 
today,  as  well  as  for  a  dialog  with  the  money  brokers  themselves, 
which  I  trust  the  subcommittee  will  pursue  m  order  to  determine 
whether  legislation  is  necessary  to  deal  with  problems  involving 
brokered  deposits. 

Mr.  Chairman,  I  thank  you  for  the  opportunity  to  make  an  open- 
ing statement. 

Chairman  St  Germain.  Thank  you. 
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Gentlemen,  we  will  be  in  recess  for  approximately  6  or  7  min- 
utes. 

[Recess.] 

Chairman  St  Germain.  The  subcommittee  will  come  to  order. 

At  this  time  we  will  hear  from  Mr.  William  M.  Isaac,  Chairman 
of  the  Federal  Deposit  Insurance  Corporation. 

Mr.  Isaac,  we  will  put  your  entire  statement  in  the  record.  You 
may  proceed  to  summarize  it. 

STATEMENT  OF  HON.  WILLIAM  M.  ISAAC,  CHAIRMAN,  FEDERAL 
DEPOSIT  INSURANCE  CORPORATION 

Mr.  Isaac.  Thank  you,  Mr.  Chairman.  I  appreciate  this  opportu- 
nity to  appear  this  morning. 

There  are  two  basic  topics,  as  you  noted,  before  us.  One  is  the 
question  of  interest  on  demand  deposits.  The  other  is  the  issue  of 
money  brokers. 

With  respect  to  the  payment  of  interest  by  banks  on  demand  de- 
posits, our  position  is  straightforward.  It  is  in  the  public  interest, 
and  we  support  authorization  of  the  payment  of  interest  on  check- 
ing accounts.  At  the  same  time  we  believe  that  it  should  be  consid- 
ered as  part  of  a  larger  legislative  package  that  considers  the  issue 
of  broader  powers  for  financial  institutions.  But  even  more  impor- 
tantly, or  at  least  as  important  from  our  point  of  view,  are  some 
essential  reforms  in  the  regulatory  deposit  insurance  systems  that 
we  have  recommended. 

With  respect  to  money  brokers,  I  would  really  like  to  commend 
you  for  highlighting  this  issue  through  this  hearing,  as  we  consider 
it  to  be  an  issue  of  major  importance.  We  addressed  the  question  in 
our  deposit  insurance  study  which  was  submitted  to  your  commit- 
tee this  spring.  We  have  been  outspoken  on  the  issue,  because  we 
perceive  it  to  be  a  significant  problem  in  the  financial  system.  We 
cannot  operate  successfully  in  a  deregulated  environment  without 
marketplace  discipline.  Depositors  must  be  given  an  incentive  to 
select  a  bank  on  some  basis  other  than  the  rates  paid  by  the  insti- 
tution. 

While  many  brokers  provide  a  useful  service  in  facilitating  funds 
flows  throughout  the  financial  system,  the  deposit  insurance 
system  is  being  used  in  a  manner  that  was  never  intended  and  is 
not  healthy.  Fully  insured  deposits  are  being  placed  in  problem 
banks  throughout  the  Nation  based  solely  on  the  rate  of  interest 
paid  by  those  banks.  Of  the  72  banks  that  failed  in  1982  and 
through  mid-October  1983,  29  had  brokered  funds  in  excess  of  5 
percent  of  total  deposits,  some  in  excess  of  60  percent.  The  FDIC 
and  the  Federal  Home  Loan  Bank  Board  are  determined  to  stop 
this  practice  and  are  working  closely  together  toward  that  end. 

Chairman  Gray  and  I  and  our  staffs  have  had  numerous  discus- 
sions over  the  past  several  weeks  to  consider  various  approaches. 
We  can  and  will  move  on  two  fronts. 

First,  to  strengthen  our  supervisory  efforts  and,  second,  to  revise 
our  insurance  rules. 

On  the  supervisory  front  we  have  already  taken  the  following 
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First,  all  insured  institutions  will  be  required  to  report  quarterly 
on  their  usage. of  brokered  funds  and  our  surveillance  systems  are 
being  revised  to  track  institutions  that  rely  excessively  on  such 
funds. 

Second,  FDIC  regulated  banks  that  are  rated  3,  4,  or  5  on  the 
CAMEL  rating  system  will  be  required  to  submit  monthly  reports 
on  their  usage  of  brokered  funds  in  excess  of  5  percent  of  deposits, 
and  will  be  ordered  to  cease  using  such  funds  whenever  the  FDIC 
determines  the  usage  represents  an  unsafe  practice. 

On  the  insurance  front,  the  FDIC  and  the  Federal  Home  Loan 
Bank  Board  this  week  issued  an  advance  notice  of  proposed  rule- 
making to  solicit  public  comment  on  a  number  of  questions.  Once 
we  have  had  an  opportunity  to  evaluate  these  comments,  we  intend 
to  work  together  to  propose  changes  in  the  insurance  rules.  We 
may  be  able  to  accomplish  significant  reforms  simply  by  changing, 
on  a  prospective  basis,  existing  insurance  regulations  and  interpre- 
tations. To  the  extent  we  can,  we  will  likely  do  so. 

Other  reforms  may  require  new  legislation.  If  so,  we  will  endeav- 
or to  submit  our  proposals  to  you  in  the  very  near  future. 

Let  me  again  express  our  deep  appreciation  for  the  interest  you 
have  shown  in  these  issues.  Working  together  I  am  confident  we 
can  deal  successfully  with  these  problems  and  maintain  safety  and 
stability  in  our  Nation's  financial  system. 

Thank  you. 

Chairman  St  Germain.  Mr.  Isaac,  thank  you  for  a  very  concise, 
very  persuasive  statement. 

[Letters  of  invitation  and  the  prepared  statement  of  Mr.  Isaac  on 
behalf  of  the  Federal  Deposit  Insurance  Corporation  follow:] 


,vGoogIe 


U.S.  HOUSE  OF  REPRESENTATIVES 
■UKOMMffTEE  OK  FINANCIAL  INtTTTUTIOM 
SUPERVISION,  HSGU1AT10N  AND  ISSUBAJtCE 


Honorable  William  M.  [use 

Chairman 

Federal  Deposit  Insurance  Corporation 

350  17th  Street,  N.W. 

Washington,  D.C.  20M9 

Dear  Mr.  Chairman 

The  Subcommittee  on  Financial  Institutions  Supervision,  Regulation  aid 
Insurance  will  commence  hearing!  on  September  21  on  the  provisions  at  HJt. 
3)3),  the  Demand  Deposit  Equity  Act  of  1913,  which  would  authorize  the 
payment  of  interest  of  all  checking  accounts. 

As  you  lam,  nationwide  NO*  accounts  were  created  In  the  93th 
Congress.  However,  authority  to  extend  NOV  account!  to  businesses  and 
corporations  has  been  questioned,  and  in  June  the  Depository  Institutions 
Deregulation  Committee  asked  the  Congress  to  spedllcally  authorize  offering 
interest  hearing  demand  deposit  accounts  to  ail  customers  Including  businesses. 
Enclosed  for  your  information  la  a  copy  oi  the  floor  ilamnent  1  gave  when  1 
Introduced  HJt.  3333  last  month.  Also  enclosed  is  a  copy  of  the  statement  I 
made  yesterday  whan  Mr.  Vylle  and  I  introduced  the  Administration1*  Interest 
on  demand  deposits  bill  at  the  request  of  the  DIDC. 

A  written  statement  regarding  HJt.  3333  presenting  the  view*  of  your 
agency  will  be  oi  great  assistance  to  the  Subcommittee  In  Its  consideration  of 
HJt.  3333.  In  accordance  with  Committee  rule*,  plane  deliver  130  copies  of 
you-  prepared  statement  to  Room  B303  Raybum.  Your  pre] 
be  Distributed  to  all  Members  of  the  Subcommittee  in  edv 
and  will  be  included  In  its  entirety  in  the  hearing  record. 


^-*   Famand  3.  St  Germain 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Federal  Deposit  Insurenee  Corporotlon 
550  IVtn  Street,  N.W. 
Washington,  D.C.  10419 

Dear  Mr.  Owlrrcuu 

As  deposit  deregulation  proceeds,  the  rola  sf  third  party  Intermediaries  or 
"money  broken'  appears  to  bo  becoming-  incnitaingly  significant-  In  Iti 
deliberations  on  H.H.  391S,  the  Subcommittee  should  know  more  about  tueh 
nativities.  Therefore,  In  addition  to  your  testimony  on  H.R.  3S3S  pursuant  to  my 
letter  or  Seplerctwr  IB,  1383,  please  provide  the  Subcommittee  with  •  thorough 
dieeuaalon  of  public  risks  and  benefits  of  money  broker  activities  and  of  the 
regulatory  proposal  developed  by  your  ngenay  In  response  to  my  correspondence 
to  you  of  September  !, 1913. 

Slnoarery, 
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STATEMENT  ON 


SUBCOMMITTEE  ON  FINANCIAL  INSTITUTIONS 

SUPERVISION,  REGULATION  AND  INSURANCE  OF  THE 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

HOUSE  OF  REPRESENTATIVES 


10:00  a.m. 

Thursday,  October  27,  1963 

Room  2128  Rayburn  House  Office  Building 
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Mr.  Chairman,  I  appreciate  the  opportunity  to  express  our 
views  on  II. R.  3535,  the  Demand  Deposit  Equity  Act  of  1963,  and  share 
with  you  some  of  our  concerns  about  brokered  deposits.  We  commend 
your  effort  In  addressing  these  Issues  which  have  become  even  acre 
relevant  In  our  rapidly  changing  financial   environment. 

To  begin  with.  1  would  like  to  discuss  the  reasons  we 
support  the  thrust  of  H.R.  3535  and  then  outline  some  of  our 
concerns  with  this  legislation.  I  will  then  turn  to  the  Issue  of 
brokered  deposits.  Finally,  I  will  touch  on  the  issue  of 
comprehensive  deposit  Insurance  for  all  commercial  banks. 
INTEREST  ON  DEMAND  DEPOSITS 
Historical  Perspective 

The  prohibition  on  the  payment  of  interest  on  demand 
deposits  dates  back  to  the  Depression  Era  of  the  1930s.  The  Banking 
Acts  of  1933  and  1935,  In  effect,  prohibited  the  payoent  of  interest 
on  any  demand  deposit  offered  by  any  depository  institution. 

The  1930s  was  a  period  of  great  turmoil  for  both  the 
banking  system  and  the  economy  as  a  whole.  Congress  responded  to 
the  banking  crisis  by  enacting  major  legislative  reforms,  primarily 
designed  to  discourage  bank  risk-taking  and  to  ensure  the  safety  and 
soundness  of  the  commercial   banking  system. 

In  the  case  of  demand  deposits.  It  appears  that  a 
prohibition  on  the  payment  of  interest  had  three  general 
motivations.  First,  there  was  a  concern  that  Interest  payments  on 
demand-type  balances  resulted  in  an  adverse  flow  of  funds  from  rural 
to  money-center  areas,   causing  a  diversion  of   investment   funds   and 


,vGoogIe 


serving  to  encourage  stock  market  speculation.  Second,  it  was 
thought  that  such  payments  resulted  1n  increased  bank  risk  due  to: 
II)  enhanced  volatility  of  their  liability  structure  and  (2) 
increased  credit  risk  generated  due  to  bank  investments  In  riskier 
assets  to  afford  the  high  Interest  payments  on  demand  deposits. 
Finally,  some  suggested  the  prohibition  would  save  banks  money, 
thereby  encouraging  them  to  participate  1n  the  newly  created  federal 
deposit  insurance  system. 

Connie nt  on  the  Prohibition 
Critique  of  Reasons  for  the  Prohibition 

For  the  most  part,  the  concerns  of  the  1930s  no  longer  have 
relevance  In  today's  marketplace.  Funds  can  be  shifted  from  rural 
to  money-center  areas  via  mechanisms  independent  of  demand 
deposits.  For  example,  through  the  federal  funds  market  a  bank  can 
loan  large  sums  of  money  to  other  depository  Institutions  on  an 
overnight  basis.  The  rate  paid  on  these  deposits  is  market 
determined.  In  addition,  excessive  stock  market  speculation  has 
never  really  been  a  problem  since  the  1930s.' 

Certainly  the  allowance  of  Interest  payments  on  demand 
deposits  will.  In  some  sense,  Increase  bank  risk;  however,  this  must 
be  viewed  in  its  proper  perspective.  After  October  1  of  this  year, 
virtually  all  other  types  of  deposit  categories  will  be  free  of 
1 nterest-rate  ceilings.  In  this  respect  the  mandate  given  the 
Depository  Institutions  Deregulation  Committee  (DIOC)  is  nearly 
complete.  In  many  ways  the  same  criticisms  which  could  be  applied 
to  the  payment  of  Interest  on  demand  deposits  regarding  enhanced 
volatility  and  credit  risk  can  also  be  applied  —  perhaps  even  to  a 
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greater  extent  —  to  the  removal  of  rate  ceilings  from  other  deposit 
categories.  But  in  establishing  the  DIOC.  Congress  found  that 
"limitations  on  the  Interest  rates  which  are  payable  on  deposits  and 
accounts  discourage  persons  from  saving  money,  create  Inequities  for 
depositors,  [and]  impede  the  ability  of  depository  Institutions  to 
compete  for  funds  .  .  .  ."  In  other  words.  Congress  Implicitly 
determined  that  the  benefits  from  time  and  savings  deposit 
deregulation  outweigh  the  potential  costs.  He  agree  with  this 
determination  and  believe  the  same  logic  applies  to  the  payment  of 
interest  on  demand  deposits. 

A  removal  of  the  prohibition  will  Involve  transitional 
costs  for  depository  Institutions,  particularly  smaller  commercial 
banks.  However,  we  feel  safe  in  concluding  that  these  costs  can  be 
absorbed.  In  the  long  run,  the  proper  adjustments  will  be  made  to 
pricing  structures  so  as  to  minimize  any  adverse  Impacts. 

With  respect  to  the  argument  that  a  reduction  In  bank  costs 
Is  necessary  to  pay  deposit  insurance  premiums, 'In  our  Judgment  the 
benefits  to  depository  Institutions  from  federal  deposit  Insurance 
far  exceed  the  cost  of  the  premium.  Institutions  pay  much  less  than 
if  such  Insurance  were  offered  by  the  private  sector. 


z  A  more  detailed  examination  of  these  costs  Is  included 
In  the  D IDC  staff  memorandum  titled  "The  Payment  of  Interest  on 
Demand  Deposits,"  which  was  attached  to  the  August  4,  1983,  letter 
sent  to  your  Committee  recommending  a  removal   of  the  prohibition. 
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Economic  Inefficiencies  and  Inequities 

Over  the  years  we  have  found  the  prohibition  has  led  to 
both  economic  Inefficiencies  and  Inequities  among  bank  customers. 
Since  Interest  payments  In  the  form  of  cash  are  expressly 
prohibited,  banks  generally  have  found  ways  to  offer  payment  In  the 
form  of  "free"  services,  such  as  not  charging  for  check  clearing 
services,  the  establishment  of  more  convenient  banking  locations  and 
advice  on  financial   planning. 

This  form  of  compensation  1s  less  efficient  than  direct 
cash  interest  payments.  It  can  be  supposed  that  most  customers 
would  get  a  higher  level  of  satisfaction  from  a  direct  cash  payment 
as  opposed  to  having  the  same  money  put  Into  services  which  are  then 
offered  to  the  customer  at  no  cost.  Additionally,  the  lack  of 
pricing  of  services  generally  leads  to  their  overuse.  We  believe 
that  removal  of  the  prohibition  would  result  in  depository 
institutions  charging  explicit  prices  for  most  of  the  services  they 
offer.     This  should  enhance  economic  efficiency. 

The  prohibition  also  creates  inequities.  Large 
corporations  --  through  shrewd  cash  management  techniques  —  have 
been  able  to  skirt  the  prohibition  by  investing  excess  demand 
balances  In  short-term  investment  vehicles  such  as  certificates  of 
deposit,  federal  funds  and  repurchase  agreements.  Funds  are  shifted 
In  and  out  of  demand  accounts  on  a  dally  basis.  The  practical 
result  1s  that  Interest  is  earned  on  demand  deposits. 

Smaller  businesses  often  lack  the  knowledge  and/or  the 
quantity    of    funds    necessary    to    accomplish    this.      Therefore,    an 
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Inequity  between  sull  and  large  businesses  exists.  In  1960 
Congress  found  that  "all  depositors,  and  particularly  those  with 
modest  savings,  are  entitled  to  receive  a  market  rate  of  return  on 
their  savings  .  .  .  ."  He  believe  a  similar  finding  with  respect 
to  the  snail  buslnessperson  could  be  Bade. 
Increased  Competition  from  Nondeposl to  ry  Institutions 

Finally,  I  might  add  that  the  Increased  Involvement  of 
nondeposl tory  Institutions  In  the  bonking  business  will  continue  to 
develop  at  a  rapid  pace.  You  are  all  well  aware  that  securities 
firms  provide  attractive  alternatives  to  the  checking  account 
through  so-called  "Cash  Management"  or  "Asset  Management"  accounts. 
Not  only  do  they  offer  virtually  all  of  the  features  --  such  as 
direct  payroll  deposit  and  telephone  bill  paying  services  —  that 
bank  checking  accounts  offer,  but  It  Is  also  likely  that  they  will 
offer  some  form  of  "deposit"  Insurance. 

He   are   Involved   In   a   critical    transition   period   In  which 
financial    Institutions  of  all    types  are  positioning  themselves  for 
the     marketpl ace     of     tomorrow.       we     strongly     believe     that     al 1 
Institutions  should  enter  this  competition  on  an  equal  footing. 
Rate  Celling  Authority  on  Demand  Deposits 

We  do,  however,  have  one  suggested  amendment  to  this 
legislation. 

Removal  of  the  prohibition  has  Implications  for  the 
1 nte rest- rate  ceilings  remaining  on  passbook  savings  deposits  and  on 
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NOW  accounts  with  balances  of  less  than  J2.500.  Since,  from  the 
depositor's  viewpoint,  Interest-bearing  demand  deposits  could  be 
viewed  as  an  alternative  to  both  passbook  savings  and  NOW  accounts, 
a  removal  of  the  prohibition  would  limit  the  effectiveness  of 
existing  ceilings  on  these  accounts.  There  1s  approximately  $325 
billion  1n  passbook  savings  deposits  and  about  $90  billion  in  NOW 
accounts  subject  to  rate  ceilings. 

Unless  It  is  the  Intent  of  your  Committee  to  alter  the 
mandate  given  the  DIOC  and  accelerate  the  deregulation  process,  we 
would  recommend  that  the  DIDC  be  given  authority  to  establish  rate 
ceilings  on  demand  deposits.  Of  course,  this  authority  would  expire 
in  1986  when  the  DIDC  itself  Is  disbanded;  however,  we  think  It  Is 
necessary  to  Initially  establish  ceilings  on  demand  deposits  — 
which  would  probably  be  identical  to  those  already  existing  on  NOW 
accounts  —  to  insure  an  orderly  phaseout  of  the  remaining  rate 
controls. 

Conclusion 

H.R.  3535  not  only  provides  for  Interest  payments  on  demand 
deposits  but  It  also  would  allow  thrifts  to  offer  these  deposits  to 
all  corporate  customers.  Currently,  federally  chartered  thrift 
institutions  are  limited  to  offering  demand  deposits  to  "those 
persons  or  organizations  that  have  a  business,  corporate, 
commercial,  or  agricultural  loan  relationship  with  the  associa- 
tion .   .   .   ."  [12  U.S.C.  Section  1464  (b)(1)(A)] 

We  have  no  objection  to  this  expansion  In  thrift  powers; 
however.  It  does  raise  Important  equity  issues.  If  we  are  going  to 
give   thrifts   additional    powers   —  making   them  more   like   commercial 
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barks  —  should  we  not  also  require  thrifts  to  make  disclosures  like 
commercial    banks,    conform   to   General    Accepted  Accounting  Principles  . 
In    presenting    financial     statements,    and    Meet    the    same    capital 
adequacy  standards  as  banks? 

This  partially  Illustrates  the  need  to  consider  the  Issue 
of  Interest  on  demand  deposits  as  part  of  a  larger  legislative 
package.  Moreover,  we  cannot  continue  to  deregulate  the  liability 
side  and  not  deal  with  the  asset  side.  Finally,  we  are  reluctant  to 
proceed  further  with  deregulation  without  making  some  changes  In  the 
regulatory  *nd  Insurance  systems.  We  are  rapidly  outpacing  the 
ability  of  these  systems  to  cope  with  deregulation. 

we  have  provided  a  detailed  statement  to  the  Senate 
Committee  on  Banking,  Housing  and  Urban  Affairs,  outlining  the 
issues  that  we  feel  should  be  covered  In  any  comprehensive 
legislative  package.  I  would  like  to  quickly  list  some  of  these 
major  Items. 

Commercial  banks  should  be  given  expanded  powers  to  enhance 
services  to  the  public  and  provide  an  additional  source  of  Income  to 
banks.  Antitrust  restrictions  should  be  revised  to  provide  greater 
flexibility  for  small-bank  mergers  yet,  at  the  sane  time,  show 
greater  concern  for  the  Implications  of  mergers  between  large 
firms.  Interest  payments  should  be  made  on  required  reserve 
balances  to  provide  greater  equity  between  depository  Institutions 
and  their  close  competitors.  He  must  revise  the  regulatory 
structure  to  provide  more  consistency  and  effectiveness  In  the 
regulation  of  depository  Institutions.  Finally,  we  support  a  reform 
of  the  deposit  insurance  system  to  enhance  market  discipline. 
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Let  me  now  turn  to  the  Issue  of  brokered  deposits. 

BROKERED  DEPOSITS 

Historical  Perspective 

Honey  brokering  Is  not  a  new  phenomenon.  Honey  brokers 
hive  existed  for  many  years,  matching  Investors  with  financial 
Institutions  seeking  funds.  However,  it  was  not  until  1974,  when 
Interest  rates  reached  double-digit  levels  and  Investors  actively 
began  searching  for  the  highest  rates,  that  money  brokers  became  a 
common  medium  to  Invest  money. 

Over  the  years,  the  nature  of  the  money  broker's  role  as  a 
financial  Intermediary  has  changed.  Traditionally,  money  brokers 
channeled  investor  funds  into  larger  financial  Institutions. 
Beginning  In  1980,  however,  the  role  of  the  broker  took  on  a 
different  cast  —  that  of  the  mass-market  developer.  This 
transformation  was  the  result  of  several  factors,  Including  the 
financial  deregulation  movement,  the  growing  sophistication  of 
Investors  and  economic  developments. 

The  deregulation  movement  was  an  important  catalyst  in 
creating  new  demands  for  brokers'  services.  As  deposit-rate 
ceilings  and  other  restrictions  were  eased  and  lifted,  financial 
Institutions  found  themselves  under  increased  pressure  to  compete 
for  available  funds.  The  pressure  upon  small-  and  medium- si zed 
Institutions  was  especially  acute.  Unlike  large,  money-center 
Institutions,  they  lacked  easy  access  to  national  money  markets. 
Recognizing  the  expanded  opportunities  thus  created  by  the 
deregulation  movement,  money  brokers  began  to  offer  their  services 
to  a  wider  array  of  financial   institutions. 
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The  Increased  sophistication  Aiming  Investors,  a  phenomenon 
which  had  grown  steadily  since  the  mid-1970s,  likewise  presented 
brokers  with  expanded  opportunities.  Honey  brokers  stressed  the 
advantages  they  could  offer  to  Investors  who  were  Intent  upon 
maximizing  the  return  on  their  funds. 

Economic  developments  during  the  past  several  years  also 
played  a  role  in  the  expansion  of  the  demand  for  brokers'  services. 
As  Interest  rates  soared  in  1980  and  1961,  brokers  brought  Investors 
to  financial  Institutions  that  were  losing  deposits  to  money  market 
mutual  funds. 

The  failure  of  Penn  Square  Sank  in  July  1982  also  had  a 
major  Impact  on  the  role  of  money  brokers.  Penn  Square's  collapse 
--  the  largest  deposit  payoff  In  FOIC  history  —  gave  Investors  a 
renewed  Incentive  to  obtain  full   federal  deposit  Insurance. 

In  en  environment  in  which  purchased  funds  will  constitute 
a  growing  source  of  loan  and  Investment  flows,  money  brokerage  firms 
will  continue  to  flourish.  In  September  1982,  for  example,  one 
money  brokerage  firm  established  a  computerized  exchange  for  CDs 
Issued  by  financial  institutions.  Efforts  such  as  these  are 
Indicative  of  the  expanded  role  that  money  brokers  have  come  to  play. 


Legitimate  Role  of  Brokers 

Many  money  brokers  have  performed  responsibly.  The 
benefits  they  have  provided  to  both  financial  Institutions  and 
investors  need  only  to  be  highlighted  here.  A  financial.  Institution 
that  uses  a  broker's  services  to  market  its  certificates  of  deposit 
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can  realize  important  cost  savings  through  reduced  staffing  and 
paperwork  requirements.  Another  advantage  Is  that  the  Institution 
gains  flexibility  with  respect  to  the  amounts  and  maturities  of  the 
CDs  It  Issues.  This  flexibility.  In  turn,  can  enable  an  Institution 
to  better  match  Its  assets  and  liabilities.  Most  important, 
perhaps,  1s  the  access  to  national  money  markets  that  a  broker  can 
provide,  particularly  for  small  and  medium-sized  financial 
Institutions. 

Money  brokers  also  provide  obvious  benefits   to  Investors. 
By  telephoning  a  broker,  an  Investor  can  easily  and  quickly  obtain 
CD     rate     and     term     quotations     offered     by     a     large     number     of 
institutions. 
Existing  Problems 

Despite  the  useful  role  played  by  money  brokers,  problems 
exist.  This  1s  not  surprising,  particularly  In  light  of  the  diverse 
and  unregulated  nature  of  the  money  brokerage  industry.  Allegations 
have  been  made  that  some  brokers  have  lured  unsuspecting  investors 
by  offering  high  Interest  rates  that  are  not  actually  available. 
Charges  also  have  been  levied  that  some  brokers  have  deceived 
borrowers  by  quoting  nonexistent  low  rates.  Undoubtedly,  specific 
instances  of  fraud  can  be  cited,  as  Is  the  case  with  any  industry. 
While  the  FDIC  obviously  does  not  condone  such  fraudulent  practices, 
our  concerns  with  respect  to  brokers'  activities  are  more  broadly 
based. 

First,  the  fact  that  money  brokers  can  rapidly  move  large 
amounts  of  funds  into  and  out  of  financial  Institutions  has  made  It 
increasingly     difficult     to     accurately     assess     the     condition     of 


,vGoogIe 


Individual  financial  institutions.  As  ■  an  Insurer,  the  FOIC  is 
particularly  concerned  that  the  useful  lives  of  weakened  financial 
institutions  sometimes  are  being  prolonged  artificially  through  the 
use  of  insured  brokered  deposits.  One  of  the  traditional 
"fall-safe"  Mechanisms  limiting  the  damage  caused  by  unscrupulous  or 
Incompetent  bankers  is  they  literally  "run  out  of  money"  with  which 
to  perpetuate  their  misdeeds.  This,  of  course.  Is  somewhat  less 
true  in  banks  that  the  public  perceives  to  be  too  large  for  the  FDIC 
to  pay  off.  But.  with  the  use  of  Insured  brokered  deposits,  that 
safeguard  system  is  overridden  even  in  the  smaller  banks,  greatly 
enhancing  their  capacity  for  creating  losses  for  creditors  and  the 
federal  deposit  Insurance  fund. 

The  FDIC's  concern  about  the  misuse  of  brokered  deposits  Is 
real.  Our  analysis  Indicates  that  many  of  the  72  commercial  banks 
that  failed  between  February,  1982  and  mid-October,  1983  had 
substantial       brokered      deposits.  Overall,      brokered      deposits 

constituted  1G  percent  of  the  total  deposits  held  by  the  72  banks 
that  failed;  some  of  the  failed  banks  relied  even  more  heavily  on 
brokered  funds.  In  three  separate  instances,  brokered  deposits 
constituted  more  than  60  percent  of  the  failed  bank's  total 
deposits.  In  nineteen  other  Instances,  brokered  deposits 
constituted  between  20  percent  and  50  percent  of  the  failed  bank's 
total  deposits.     The  presence  of  brokered  deposits  complicated  this 
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agency's  ability  to  deal   with  the  problems  it  those  banks  while  they 

Mere  still  open. 

The     FDIC     Is     concerned     about     the     erosion     of     market 

discipline    caused    by    the    practice    of    brokers    segmenting    investor 

funds   Into  blocks  that  qualify  for  full    federal    deposit  Insurance 

coverage.      While    this    practice    is    currently   legal,    and    certainly 

desirable   from  the  perspective   of  both   the   broker  and   investor,    it 

eliminates   any   Incentive    for  either  party   to  closely  examine  the 

condition    of    Institutions    receiving    brokered     funds.       Ironically, 

this    situation    was    exacerbated    by    an    increase    in    the    deposit 

Insurance   limit   In    1980   to    $100,000,    the    level    at   which   deposits 

were  exempt  from  interest-rate  ceilings. 

Possible  Solutions  to  Problems 
Created  by  the  Misuse  of  Brokered  Deposits 

While  the  problems  created  by  the  misuse  of  brokered 
deposits  can  be  readily  identified,  solutions  are  less  obvious. 
Efforts  to  resolve  the  problems  I  have  outlined  have  proven 
especially  difficult  due  to  several  factors.  First,  we  have  been 
hampered  by  Inadequate  knowledge  about  the  precise  movement  of 
brokered  funds.  I  shall  discuss  shortly  the  steps  that  the  FDIC  has 
taken  to  rectify  this  problem.  Second,  our  task  In  searching  for 
solutions  also  has  been  complicated  because  Of  the  need  to  assess 
and  balance  frequently  competing  concerns. 

While  a  particular  approach  might  resolve  one  problem,  it 
could  create  other  problems.  For  example,  if  deposit  Insurance 
coverage  were  modified  with  respect  to  brokered  deposits,  some 
measure   of  market  discipline  might  be  restored.     On  the  other  hand, 


,vGoogIe 


324 


liquidity  sources  In  the  market  might  be  reduced,  particularly  for 
relatively  small  institutions.  Clearly,  the  advantages  and 
disadvantages  of  each  course  of  action  need  to  be  carefully 
considered. 

Currently,  several  approaches  are  under  active 
consideration  at  the  FDIC  and  the  Federal  Home  Loan  Bank  Board  (as 
operating  head  of  the  FSL1C1  for  addressing  the  problems  created  by 
the  Increased  prevalence  of  brokered  deposits  In  insured 
Institutions.  These  approaches,  which  are  summarized  below,  follow 
two  general  avenues:  Intensified  monitoring  and  supervision  of 
broker  activity  or  reduced  Insurance  coverage  for  brokered 
deposits.  Some  of  the  proposed  solutions  would  require 
Congressional  action,  while  others  would  not. 

Intensified  monitoring  and  supervision  of  broker  activity 
could  be  accomplished  in  several  ways.  First,  the  suppliers  of 
brokered  funds  could  be  required  to  register  with  the  FDIC  and  the 
Bank  Board  and  be  subject  to  reporting  requirements.  This  approach 
would  require  legislation.  Second,  the  users  of  brokered  deposits 
could  be  monitored.  The  FDIC  has  already  taken  steps  in  this 
direction  by  requiring  all  FDIC-lnsured  Institutions  to  report 
quarterly  on  the  volume  of  their  brokered  deposits,  starting  with 
the  September  1983  Call  Report  (the  Bank  Board  plans  to  Implement  a 
Similar  requirement). 

Increased  monitoring  of  brokered  deposits  would  help  focus 
regulatory  efforts  on  those  Institutions  with  the  greatest  potential 
for  abuse.  However,  we  are  mindful  that  1t  places  an  increased 
reporting     burden     on     banks     that     are     using     brokered     deposits 
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prudently.  Moreover,  the  ability  to  monitor  brokered  funds  will  not 
resolve  the  more  serious  long-term  problem.  I.e.,  the  loss  of  market 
discipline  by  creditors. 

To  address  the  longer-term  problem  of  restoring  market 
discipline  eroded  by  the  proliferation  of  brokered  deposits,  the 
FDIC  and  the  Bank  Board  are  considering  whether  to  recommend  to  the 
Congress  that  Insurance  coverage  on  brokered  deposits  be  modified. 
Several  options  are  under  discussion.  One  approach  would  be  to 
remove  Insurance  coverage  from  broker-arranged  deposits.  Another 
possibility  would  be  to  treat  brokers  as  principals  with  total 
Insurance  limited  to  $100,000,  regardless  of  the  Individual  rights 
of  ownership.  A  third  approach  would  be  to  give  brokered  deposits 
different  insurance  coverage,  such  as  75  percent  coinsurance  with  no 
H0O.000  floor. 

Despite  our  deep  concern  about  the  erosion  of  market 
discipline,  we  recognize  that  modification  of  insurance  coverage  on 
brokered  deposits  will  not  be  totally  effective  1n  restoring  market 
discipline.  The  ability  of  enterprising  individuals  to  find  ways  to 
circumvent  regulatory  efforts  should  never  be  underestimated. 
Moreover,  modification  of  Insurance  coverage  solely  for  brokered 
deposits  would  not  resolve  problems  caused  by  certain  governmental 
units  and  Institutional  Investors  that  can  funnel  large  volumes  of 
fully  Insured  trusteed  or  custodial  deposits  directly  to  high-risk 
institutions.  The  FDIC  and  the  Bank  Board  are  discussing  amendments 
to  our  respective  statutes  and/or  regulations  to  address  this 
problem. 
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While  a  number  of  actions  may  be  appropriate  to  resolve  the 
broker  Issue,  we  believe  It  prudent  to  evaluate  additional 
Information  before  recommending  any  specific  course  of  action.  He 
have,  1n  conjunction  with  the  Federal  Home  Loan  Bank  Board, 
solicited  contents  from  the  public  on  the  nature  of 
deposit-brokering  activities  and  the  manner(s)  In  which  to  deal  with 
such  practices. 

Given  the  complexity  of  the  Issues  1  have  outlined  In  my 
comments  on  brokered  deposits,  we  would  like  to  take  the  time  to 
evaluate  the  information  we  will  be  receiving  from  banks,  thrifts, 
brokers  and  the  public  before  making  specific  recommendations.  Our 
findings  and  recommendations  will  be  forwarded  to  you  as  soon  as 
possible. 

COMPULSORY  FEDERAL  DEPOSIT  INSURANCE  FOR  ALL  COMMERCIAL  BANKS 

Mr.  Leach  has  requested  comment  on  H.R.  4063.  This  bill 
would  require  that  the  deposits  of  all  commercial  banks  be  Insured 
by  the  FOIC.     Our  response  will  be  brief  and  to  the  point. 

We  do  not  believe  all  commercial  banks  in  this  country 
should  be  required  to  obtain  federal  deposit  insurance.  The  extent 
of  current  coverage  Is  sufficient  to  enable  us  to  ensure  the 
Stability  of  the  banking  system  as  a  whole  (only  approximately  fiOO 
commercial  banks  out  of  15, £41  currently  operate  without 
insurance).  It  would  seem  that  requirements  for  mandatory  coverage 
of  state-chartered  banks  (all  national  banks  and  bank  subsidiaries 
of  holding  companies  must  have  insurance)  is  a  matter  best  left  to 
the  Individual   states. 
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Ue  note  that  H.R.  4053  presents  some  technical  problems 
which  need  to  be  clarified.  These  relate  to  the  definition  of  both 
a  commercial  bank  and  commercial  loans  and  to  enforcement  powers 
which  would  be  necessary  In  the  event  some  commercial  banks 
eventually  elect  not  to  join  the  FDIC.  Me,  of  course,  offer  our 
assistance  in  the  resolution  of  these  matters. 
Conclusion 

Once  again,  we  commend  your  efforts  in  examining  the  issues 
before  us  today.  The  financial  services  Industry  Is  undergoing  a 
major  transition  which  makes  major  reforms  all  the  more  urgent.  Me 
understand  the  difficulty  of  addressing  these  issues,  yet  we  must 
also  recognize  that  change  is  needed  to  allow  a_M  financial 
Institutions  to  serve  the  needs  of  the  public. 

Thank  you  again  for  this  opportunity  to  appear.  I  will  be 
pleased  to  respond  to  any  questions  you  or  members  of  your  Committee 
nay  have. 
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<  and  trust  Company        li,8 


2-20-82 

Bank  of  Yorkirtlle 
York Yl lie,  Tennessee 

3-1-82 

The  Bank  of  Woodson 
Woodson,   Texas 

-2 -a; 

The  First  National  Bank  In  K 
Huaboldt,  Iowa 

-3-82 

Aquia  Bank  a  Trust 
Stafford,  Virginia 

4-16-82 

National   Security  Bank 
Tyler,  Texas 

4-29-82 

Pacific  Coaat  Bank 

San  Diego,  California 

6-12-82 

Banco  Regional 
Puerto  Bico 

6-2  >82 

Cltliena  Bank 
Hilar,  Arkansas 

6-25-82 

Fanners  Stat*  Bank 
Lewi  at.  own,    Illinois 

7-2-82 

Belle-Bland  Bank 
Bland,   Missouri 

7-5-82 

Penn  Square  Bank,  N.A 
Oklshoaa  City,  Oklaboi 

2.B55  124,675  (6) 
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Total  Brokered 

Dggfltg        Dapoalta 

(ohpSJ       wRT^T 


7-27-62 

7-30-62 

8-5-82 

8-27-82 

8-27-62 

8-27-82 

9-3-82 

9-8-82 

11-2-82 

11-5-82 

11-5-82 

11-12-82 

11-19-82 

12-16-82 

12-19-82 

1-21-83 


Cedar  Bluff, 


12,859 

*~ 

13,722 

None 

25,998 

Kane 

12,710 

• 

11,169 

Kane 

20,673 

8.300  (7) 

27,0*2 

200  (8) 

16,339 

600  (9) 

12,896 

None 

27,800 
9,800 
15.*84 

4,123 
10,035 
14.M6 
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Date 
Closed 

Bank 

2-9-83 

State  Bank  of  Barnun 
Barnum,   Minnesota 

2-12-83 

American  State  Bank 
Bradley,    Illinois 

2-14-83 

United  American  Bank 
Knoxvllle,   Tennessee 

2-18-83 

Merchants  and  farmers  State  Bank 
Blythe,   California 

2-25-83 

American  City  Bank 

Los  Angeles,   California 

Total 

(OOQ's) 


Union  City,  Hew  Jersey 

3-18-83 

Coluabla  Pacific  Bank  and  Trua 
Portland,  Oregon 

3-24-83 

Prairie  County  Bank 
Hazen,  Arkansas 

3-2S-B3 

Bear  Creek  Valley  Bank 

4-B-B3 

Ina,    IllinoiB 

4-8-83 

Bank  of  San  Marino 
San  Harlno,    California 

4-15-B3 

Sparta  Sanders  State  Bank 
Sparta,  Kentucky 

4-29-B3 

Heritage  Bank 
Ashland,   Oregon 

4-29-B3 

Fir at  National  Bank  of  Oaklaun 
Oak  lawn,    Illinois 

5-6-83 

Smith  County  Bank 
Carthage,  Tennessee 

in  Hamilton  County 


Brokered 
{000 '■) 
5,500  (10) 


2,900  (15) 

12,443  (16) 

600  (17) 
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Date 

Bank 

Total 

(C-OO'b) 

5-27-«3 

City  and  Count;  Sank  of  Roan*  County 
Xingston,   Tennessee 

39,6*1 

1.280  (19) 

5-27-83 

City  and  County  Bank  of  Anderson  County 
Lake  City,  Tennessee 

85,429 

19,980  (20) 

5-27-83 

United  Southern  Bank 
Nashville,   Tennessee 

100,822 

35,955  (21) 

5-27-83 

City  and  County  Bank  of  Knox  County 

179,378 

86,730  (22) 

5-27-83 

The  CoHerclal  Bank  of  California 
Loa  Angeles,  California 

27,200 

6,300  (23) 

6-17-83 

Bart ford.  South  Dakota 

39,073 

10,400  (24) 

6-24-83 

Western  National  Bank  of  Lovell 
Lovell,  Wyoming 

19,651 

12,600  (25) 

6-30-83 

Mineral  Bank  of  Nevada 
Laa  Vegaa,  Nevada 

11,154 

4,550  (26) 

7-8-83 

Bank  of  Niobrara 
Niobrara,  Nebraska 

6,206 

Nona 

7-8-83 

Union  National  Bank  of  Chicago 

Chicago,    11 lino la 

24,533 

None 

7-8-83 

The  Flrat  Central  Bank 
Salthlllle,   Tennessee 

18,004 

600  (27) 

7-29-83 

Metro  Bank 
Midland,   Texas 

29,636 

"* 

7-29-83 

First  Peoples  Bank  of  Washington  County 
Johnson  City,  Tennessee 

171,409 

56,288  (28) 

8-5-83 

Flrat  National  Bank  of  Danvera 
Danvera,   Illinois 

11,186 

Nona 

8-12-83 

First  Coaaerce  Bank  of  Havkina  County 
Rogers villa ,  Tennessee 

45,543 

6,480  (29) 

8-26-83 

United  Southern  Bank  of  Clarke »1 lie 
Clarkavllle,  Tennessee 

10,642 

3.556  (30) 

9-2-83 

Douglas  State  Bank 
Kansas  City,   Kansas 

23,553 

2,500  (31) 

26-S48    0-89 22 
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Date 

Bank 

Total 
(OCKVn)" 

(do?.)" 

9-16-83 

Warren  County  Bulk 
HcHlnnvllle,   Tennessee 

18,838 

4,583  (32) 

9-30-83 

Doninion  Bank  of  Denver 
Denver,   Colorado 

12,723 

5,162  (33) 

9-30-B3 

National  Bank  of  Odessa 
Odessa,  Texas 

81,843 

2,500  (34) 

10-7-83 

The  Deschutes  Bank 
Rednond,   Oregon 

10,017 

1,400  (35) 

10-14-83 

First  National  Bank  of  Midland 
Midland,   Texas 

597.297 

75,672  (36) 

No  Information  in  bid  package /Broke red  deposits  not  believed  significant. 
No  bid  package  pre pared/ Brokered  deposits  not  believed  significant- 
No  bid  package  available/ Brokered  depoalta  not  believed  significant. 
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(2)     Aqula  Bank  and  Trust,   Stafford,  Virginia: 
I3.136M  -  Bureau  of  Indian  Affair* 

500K  -  Military  Funda  (Air  Force  Central) 
(3, 63611 

(3}     National  Security  Bank,   Tyler,  lexaai 

llOOtf  -  Military  Funda  (U.S.  Any) 

200H  -  Dept.   of  Energy 
I30DM 

(4)     Pacific  Coaat  Bank,   San  Diego,  California! 

tl.BOOH  -  Military  Fund*  (Air  Force  Central,  Marina  Corpa) 
BOOM  -  Political  Subdivisions 
400M  -  Credit  Unions 
1.400H  -  Other 
*4,400M 


Fenn  Square  Bank,   N.A.,   Oklahoma  City,. 

t     6.512M  -  Bureau  of  Indiana  Affair. 
13.042M  -  Banka 
12.95.1JI  -  Savings  and  Loan 
81.932M  -  Credit  Union* 
10.23BH  -  other 
I124.675M 

Weatern  National  Bank,   Santa  Ana,   California: 
*4,100M  -  Credit  Unlone 
1,100H  -  Savings  and  Loans 
1.900M  -  Political  Subdivision* 

ZOOM  -  Military  Funda  (Marina  Corp,  AJ 
1.00PM  -  Other 


(9)     Trl-State  Bank,  Markham,   Illinois: 

IA00M  -  Hllltary  funds  (Air  Force  Central,  II 
100H  -  Credit  Union 
100M  -  Federal  Milk  Market  Adminlatratlon 

(10)  State  Bank  of  Barnua,  Barnus),  Minnesota: 
J4.432H  -  Bureau  of  Indian  Affairs 
1.06SM  -  Military  Funds  (Marine  Corps,  Air  : 


S5|500M 
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(11)  American  City  Bank,  Los  Angslea,    California 
Approrinately  t82MM  of  deposits  vers  generated  through  tht  u 
In-bouse  telelphone  solicitation  directed  towards  banks,    SSL 
Unions: 

(37.500M  -  Credit  Unions 

9.400M  -  Banks 

7.900M  -  Savings  and  Loans 
27.350H  -  Others 
1S2.150N 

(12)  Newport  Harbour  National  Bank,   Newport  Beach,   California! 

»16,600M  -  Credit  Unions 

4,800H  -  Banks 

5,700M  -  Savings  and  Loans 

3,400H  -  Political  SubdlvlBlons 
255H  -  Bureau  of  Indian  Affairs 

3.20m  -  Others 
133,956K 

(13)  Pan  American  National  Bank,    Union  City,  New  Jersey: 

*4,B06M  -  Bureau  of  Indian  Affairs 

'eOOH  -  Banks 
300H  -  Savings  and  Loans 
100H  -  Other 
t7,006H 

(14)  Bear  Creek  Valley  Bank,   Phoenix,  Oregon: 

I2.454M  -  Bureau  of  Indian  Affairs 

l.BOOM  -  Military  Funds  (U.S.  Navy,  Marine  Corp,  A.F. 

l,00OH  -  Credit  Unions 

300H  -  Savings  and  Loans 

20DH  -  Banks 

200H  -  Other 
I5.945M 

(15)  Bank  of  San  Harlno,    San  Marino,    California: 

tl.lOON  -  Credit  Unions 

900M  -  Political  Subdivisions 

4D0H  -  Banks 

5O0H  -  Others 
»2,900H 

(16)  Sparta- Sanders  State  Bank,   Sparta,   Kentucky: 

I  3.100H  -  Credit  Unions 

2.750M  -  Military  Funds 

1.947M  -  Bureau  of  Indian  Affairs 

1.400M  -  Banks 

900H  -  Savings  and  Loans 

2,34m  -  Others 
S12.443M 
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(17)     Heritage  Bank,  Aahland 
*400H  -  Credit  Di 
1O0K  -  Bank 
lggW  -  Savings 
tbOOM 


(IS 


United  American  Bank  In 

t2,500M  -  Banka 

70QM  -  Eavlogj 

6.900K  -  Credli 

I10.1D0H 

(19)  City  and  County  Bank  of 

tlBOM  -  Bureau  o 
3COM  -  Banka 
700H  -  Credit  U 
1O0M  -  Savings 
fl ,280m 

(20)  City  and  County  Bank  o 

t       1B0H  -  Bureau  o 

1.700H  -  Banka 

3,OO0M  -  Savlnga 

1*,800M  -  Credit  V 

300H  -  Other 

(19,980m 


ind  Loans 
Haullton  Co 


,   Chattanooga,   Tennessee: 


(21) 


d  Southern  Bank  o 
S  0,355*  -  Bureau 
3.100M  -  Banka 
18, BOOH  - 
4.70OH  -  Savlnga 
3.000H  -  Other 
.35,*55H 

(22)  City  and  County  Bank  o 

I  &.221M  -  Bureau 
7.9O0M  -  Banks 
31,000m  - 
13,600H  -  Savings 
B.0Q9H  -  Other 
*8o,730M 

(23)  The  Conerclal  Bank  of  Call 

t6,00OM  -  Bureau  of 
300H  -  Credit  Unl 
»6,300K 
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Mineral  Bank  of  Nevada,  Las  Vegas,  Nevada: 
*1,650M  -  Bureau  of  Indian  Affairs 
90 DM  -  Military  Funds 
SOW  -  Banks 
3Q0M  -  Savings  and  Loans 
1.1P0H  -  Other 
I4,550H 


(28)  First  Peoples  Bank  of  Washington  County,  Johnson  City, 

I  5,81BH  -  Bureau  of  Indian  Affairs 

50,t7tW  -  Institutional  Investors 
t56,288H 

(29)  First  Connerce  Bank  of  nankins  County,  Rogersvllle,  le 

i     180H  -  Bureau  of  Indian  Affairs 

6.400H  -  Credit  Onions 
(6.580M 

(30)  United  Southern  Bank  of  Clarks villi 

t3,156H  -  Bureau  of  Indian  Affairs 

400H  -  Other 
*3,556H 

(31)  Douglae  State  Bank,   Kansas  City,  Kansas: 

»1,800M  -  Credit  Unions 

7Q0H  -  Savings  and  Loans 
(2.S00K 

(32)  Warren  County  Bank,  HcMlnnville,  Tennessee: 

S2.283H  -  Bureau  of  Indian  Affairs 
200H  -  Military  Funds 
2.100M  -  Credit  Unions 
*4,583H 

(33)  Dominion  Bank  of  Denver,  Denver,   Colorado: 

t  500H  -  Banks 
5.262H  -  Other 
(S,762M 


(35)     The  Deschutes  Bank,   Redmond,   Oregon: 
t     200H  -  Banks 

700M  -  Savings  and  Loans 
500M  -  Credit  Unions 
sl,*00M 
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RESOLUTION 

WHEREAS,  certain  deposit-placement  activities  exist  in  the 
banking  industry;  and 

WHEREAS,  the  FDIC  is  concerned  that  those  activities  result  in  a 
Clow  of  deposits  into  FDtc-insured  banks  without  an  adequate 
analysis  of  the  managerial  practices  and  financial  stability  of  the 
banks ;  and 

WHEREAS,  the  FDIC  suspects  that  the  multiple  insurance  coverage 
afforded  in  relation  to  pension  and  other  custodial  deposits  also 
fails  to  encourage  market  and  bank  analyses  in  the  placement  of 
those  deposits  with  FDIC-insured  banks;  and 

WHEREAS,  the  Federal  Home  Loan  Bank  Board  has  expressed  to  the 
FDIC  similar  concerns  regarding  brokered  deposits  in  the  thrift 
industry;  and 

whereas,  the  Board  of  Directors  deems  it  appropriate  to  solicit 
comments  jointly  with  the  Federal  Home  Loan  Bank  Board  on  the  nature 
of  the  deposit-placement  activities  described  in  the  attached 
Advance  Notice  of  Proposed  Rulemaking  ("Advance  Notice")  and  whether 
or  how  those  activities  should  be  either  limited  or  prohibited. 

NOW,  therefore,  BE  IT  RESOLVED,  that  the  attached  Advance  Notice 
be  published  with  a  due  date  for  comments  3D  days  after  publication; 

BE  IT  FURTHER  RESOLVED,  that  the  Executive  Secretary  of  the  FDIC 
be  and  is  hereby  authorized  to  take  whatever  action  is  necessary  to 
publish  the  Advance  Notice  in  the  Federal  Register  jointly  with 
Federal  Home  Loan  Bank  Board. 
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Dace:   October  21,  1983 

FEDERAL  DEPOSIT  INSURANCE  CORPORATION 

12  CFR  Pacts  330  and  337 

FEDERAL  HOME  LOAN  BANK  BOARD 

12  CFR  Part  364 

Brokered  Deposits 

AGENCIES:   Federal  Deposit  Insurance  Corporation  and 
Federal  Home  Loan  Bank  Board. 

ACTION:   Advance  Notice  of  Proposed  Rulemaking. 

SUMMARY:   The  Federal  Deposit  Insurance  Corporation  ("FDCC")  and  the 
Federal  Home  Loan  Bank  Board  ("Board")  (as  operating  head  of  the 
Federal  Savings  and  Loan  Insurance  Corporation)  ("FSLIC")  are 
interested  in  receiving  comments  on  certain  deposit-placement 
.  activities  in  the  depository  institutions  industry.   The  FDIC  and 
the  Board  are  concerned  that  a  graving  dollar  amount  of  brokered  and 
brokered- type  deposits  is  being  placed  in  fully  insured  accounts  St 
FDIC-  or  FSLIC-insured  institutions  ("insured  institutions")  without 
an  adequate  analysis  of  the  managerial  strength  and  financial 
stability  of  the  insured  institutions.  The  concern  is  that  this 
lack  of  analysis  facilitates  a  flow  of  funds  into  financially 
unstable  or  managerially  poor  depository  institutions:  The  FDIC  and 
the  Board  are  seeking  comment  on  the  extant  to  which  these  practices 
exist  and  on  whether  or  how  to  deal  with  these  practices  through 
either  limiting  the  insurance  coverage  afforded  in  connection  with 
these  deposits  or  restricting  the  receipt  of  such  funds  by  insured 
institutions. 

Additionally,  both  agencies  suspect  that  the  multiple  insurance 
coverage  afforded  in  relation  to  pension  and  other  custodial 
deposits  also  fails  to  encourage  market  and  institution  analyses  in 
the  placement  of  these  deposits,   currently,  the  regulations  of  both 
the  FDIC  and  the  FSLIC  provide  that  each  beneficial  owner  of  such 
accounts  is  insured  up  to  (100,000.   The  Advance  Notice  also  seeks 
comments  regarding  whether  insurance  on  these  accounts  should  be 
limited. 

DATE:   Comments  must  be  received  by  November  28,  1983. 

ADDRESSES:   Comments  should  be  directed  to: 

Hoyle  L.  Robinson,  Executive  Secretary,  Federal  Deposit 
Insurance  Corporation,  550  17th  street,  N.W. , 
Washington,  D.C.  20429.   Comments  may  be  delivered  to 
Room  6108  on  weekdays  between  8:30  a.m.  and  5:30  p.m. 
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Director,  Information  Service*  Section.  Office  of  the 
Secretariat.  Federal  Hone  Loan  Bank  Board.  1700  0 
Street.  H.N. ,  Washington.  DC.   20552.   comments  will  be 
publicly  available  at  this  address. 

FOR  FURTHER  INFORMATION  CONTACT:   Joseph  A.  DiMuxxo,  Senior 
Attorney  Legal  Division.  (202)  3B9-4171,  Room  4126B,  550  17th 
Street,  N  W   tiisr.iKtsr,.  D.C.   20429.  Federal  Deposit  Insurance 
Corporation;  or  Robert  H.  I.ndig,  Attorney,  <202)  377-705T,  Office  of 
General  Counsel   1700  c.  street,  H.H.,  Washington,  DC.   20552, 
Federal  Home  Loan  Bank  Board. 

supplementary  INFORMATION:  The  FDIC  and  the  Board  are  concerned 

that  the  increased  activity  of  -deposit  brokers  and  the  emergence  of 

market  discipline  by  e  iminating  the  need  for  risk-sharing  by  large 
depositors.   These  arrangements  facilitate  the  placement  of  deposits 
with  insured  institutions  within  the  insured  amount  regardless  of 
the  institutions'  lending  practices  -and  .financial  soundness. 
Examples  of  existing  brokering  and  broker ing-type  activities  are  as 

i  Simple  Brokering.   The  straight  t 
1 q 

solicits  deposits  from  its  customers.   Under  the  first  method,  the 
interested  customer  sends  funds  directly  to  the  institution  which 
has  been  given  prior  not  ee  by  the  broker  of  the  impending 
purchase.   Under  the  second  method  the  broker  itself  transfers  the 
customer's  funds  to  the  nstitutian  and  has  the  depos  t  registered 


I  the  deposit.   According  to 
ie  broker's  customers  would 
each  be  insured  on  an  individual  basis  under  either  brokering 
method.   Section  330.2(a)  of  the  FDIC's  regulations  and  section 
564.3(a)  of  the  FSLIC's  regulations  provide  that  deposits  placed  by 
all  individual  at  an  insured  institution  are  insured  up  to  J1O0.0CC. 
12  CFR  330  2  a>,  564.3(a).   Sections  330.2(b)  and  564. 2(b,  provide 
that  deposits  placed  by  an  agent  or  nominee  on  behalf  Of  an 
individual  are  insured  as  funds  of  the  individual  to  1100,000  in  the 
aggregate  with  any  other  deposits  maintained  by  that  »a—  Individual 
in  Ma  or  her  own  capacity  at  the  same  institution   12  CFR  330.2(a), 
564.3(b).   In  order  for  this  insurance  coverage  to  be  provided, 
however,  the  records  of  the  institution  must  indicate  that  the 
deposits  are  being  held  in  an  agency  capacity  and  the  records  of 
either  the  institution  or  the  agent  must  indicate  the  ownership 
interest  of  the  principalis).   12  CFR  330.1,  964.2(b). 
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(2)  CD  Pact icipat ions.   Some  brokers  engage  in  the  practice  Of 
"participating"  certificates  of  deposit  to  their  customers   Under 
this  arrangement  a  broker-dealer  purchases  a  cert  ficate  of  deposit 
issued  by  an  insured  institution  and  sells  interests  in  it  to 
customers.   Upon  sale  of  the  participations  in  the  deposit  to  its 
customers,  the  broker  so  informs  the  issuing  inst  tution  and 
requests  that  the  deposit  be  registered  in  its  own  name  as  nominee 
for  others.   The  broker's  records,  in  turn,  reflect  the  ownership 
interest  of  each  customer  in  the  deposit.   A  CD  participation 
program  results  in  a  "f  ow-through  of  insurance  coverage  to  each 
owner  of  the  deposit.   The  ownersh  p  interest  of  each  participant  in 
the  deposit  is  added  to  the  individually  owned  deposits  held  by  the 
participant  at  the  same  institution  and  the  total  is  insured  to  a 
maximum  of  1100,000.  provided  the  proper  recordkeeping  requirements 
are  maintained    12  CFR  330.2(b).  330.1(b).  564.3(b)  &  561.2(b). 

(3)  Deposit-Listing  Services.   Deposit- listing  services  have  been 
formed  to  CaoTTT-r.  dts'rhe  t.. lacing  of  deposits  with  insured 
institutions   Institutions  call  the  listing  service  and  state  the 
quantities,  rates  and  maturities  of  deposits  they  wish  tc   offer. 
Purchasers  phone  the  listing  service  to  obtain  information  on 
available  deposits.  An  agent  of  the  institution  de  iver-s  the 
bearer-form  deposit  certificate  to  the  purchaser  s  custod  al  agent 
subject  to  receipt  of  payment  and  the  proceeds  are  forwarded  to  the 
institution.   The  insurance  coverage  regulations  applicab  e  in  a 
typical  principal/agent  s  tuation  apply  in  this  context   Each 
customer  is  insured  to  tlOO.000  per  insured  institution  in  which  he 
or  she  has  place  a  deposit  through  the  deposit-listing  service. 

12  CFR  330.2(b)  5  564.3(h).   For  purposes  of  determining  insurance 
coverage  per  institution,  this  amount  ncludes  any  other  deposits 
owned  by  the  customer  in  the  same  capacity  St  each  of  the 
institutions. 

The  PDIC  and  the  Board  are  concerned  that  the  above-described 
deposit-placement  practices  enable  virtually  all  institutions  to 
attract  large  volumes  of  funds  from  outside  their  natural  market 
aces  irrespective  of  the  institutions'  managerial  and  f  nancia) 
characteristics.  The  ability  to  obtain  de  facto  one-hundred- per cent 
deposit  insurance  through  the  parcel  ng  of  funds  eliminates  the  need 
for  the  depositor  to  analyze  institutions  likelihood  of  continued 
financial  v  abi  ity   The  availability  of  these  funds  to  all 
institutions   irrespective  of  financial  and  managerial  soundness 
reduces  market  discipline.  Although  deposit  brokering  can  provide  a 
helpful  source  of  liquidity  to  institutions,  the  practices  described 
above  make  it  possible  for  poorly-managed  institutions  to  continue 
operating  beyond  the  time  at  which  natural  market  forces  would  have 
otherwise  precipitated  their  fai  ure   This  impediment  to  natural 
market  forces  results  in  increased  costs  to  the  fdic  and  the  FSLIC 
in  the  form  of  either  greater  insurance  payments  or  higher  assistance 
expenditures  if  the  institutions  are  subsequently  closed  because  of 
insolvency. 
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ascertainable  interest  in  the  deposited  funds  of  1100,000.  As  t 
the  other  types  of  deposits  described  above,  the  "flow-through" 
insurance  coverage  (i.e.,  the  insurance  "flows  through"  the  trustee 
or  agent  to  the  beneficial  owner(s)  of  the  account)  afforded  in 
connection  with  trusteed  or  custodial  accounts  is  effective 
irrespective  of  the  managerial  or  financial  characteristics  of  the 
institution  in  question,  so  long  as  it  is  insured.   Trustees  and 
custodians  normally  limit  deposits  in  each  insured  institution  in 
order  to  keep  within  the  insurance  limits  of  FDIC  and  FSLIC 
coverage.   The  FDIC  and  the  Board  are  concerned  that  this  provision 
of  multiple  insurance  undermines  market  discipline  by  relieving 
fiduciaries  of  their  normal  obligation  to  ascertain  the  soundness  of 
an  institution  in  which  they  place  funds.   It  is  not  the  FDIC's  or 
Board's  intention  to  shift  the  risk  of  loss  to  the  beneficiaries  of 
trusteed  or  custodial  accounts;  rather,  it  is  hoped  that  fiduciaries 
will  be  held  to  a  higher  standard  of  care  in  the  placement  of  such 

In  order  to  obtain  comments  on  the  matters  set  forth  above,  the  FDIC 
and  the  Board  are  posing  the  following  questions.   Those  commenting 
are  also  welcome  to  address  related  issues  not  included  within  the 
questions.   The  FDIC  notes  that,  in  soliciting  comments  on  a 
possible  revamping  of  the  FDIC  insurance  coverage  regulations,  it  is 
not  questioning  the  legality  of  its  current  regulation.   The 
agencies  intend  to  consider  all  possible  avenues  available  for 
remedying  existing  industry  practices  which  nay  have  a  negative 
effect  upon  depository  institutions  and  produce  increased  costs  to 
the  insurance  funds  as  well  as  to  the  public.   The  questions  are  as 
follows: 

1.  is  the  reduction  in  "market  discipline"  resulting  from  either 
brokerage  activity  or  multiple  insurance  coverage  of  pension  fund 
and  other  custodial  deposits  significant  enough  to  warrant 
regulatory  or  legislative  action?  Why? 

2.  How  should  "deposit  broker"  and  "deposit-brokerage  activity"  be 
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3.  Should  the  FDIC  and  the  Board  take  any  step*  to  limit  the 
placement  of  deposits  in  insured  institutions  by  a  third-party 
intermediary?  Why? 

4.  Should  the  FDIC  and  the  Board  amend  their  deposit  insurance 
regulations  to  limit  insurance  coverage  relative  to  deposits  placed 
in  an  insured  institution  through  any  of  the  deposit-placement 
alternatives  noted  above  or  by  any  other  method?  Why  and  ill  what 
way? 

5.  Should  the  FDIC  and  the  Board  request  that  Congress  amend  the 
applicable  provisions  of  the  Federal  Deposit  Insurance  Act  (12 
U.8.C.  II  lBll-31d)  and  the  title  IV  of  the  National  Housing  Act  (12 
u. B.C.  II  1724-30)  to  limit  insurance  coverage  relative  to  deposits 
placed  in  an  insured  institution  through  any  of  the  deposit-placement 
alternatives  noted  above  or  by  any  other  method?  Why  and  in  what 

6.  Part  337  of  the  FDIC's  regulations  (12  CFR  Part  337)  prohibits 
certain  prescribed  activities  which  are  deemed  inherently  unsafe  or 
unsound  banking  practices.   The  Board  similarly  limits  or  prohibits 
certain  transactions  because  they  are  potentially  inconsistent  with 
safe  and  sound  operations.   12  CFE  563.34,  563.41,  563.43.   Should 
the  receipt  of  funds  by  an  insured  institution  through  a  depoBit- 
placement  arrangement  similar  to  the  ones  noted  above  be  included 
within  the  prohibited  activities  in  Part  337  and  sections  563.34, 
563.41,  and  563.43?   Why? 

7.  Alternatively,  should  the  FDIC  and  the  Board  either  prohibit  Or 
limit  the  receipt  of  brokered  deposits  only  by  institutions 
experiencing  financial  or  managerial  problems  by  deeming  such  a 
practice  to  be  inherently  unsafe  or  unsound?  Why? 

8.  Should  the  FDIC  and  the  Board  impose  special  reporting  require- 
ments on:  (1)  institutions  whose  deposits  consist  of  a  significant 
percentage  of  funds  placed  through  intermediaries  and/or  (2) 
institutions  which  are  experiencing  financial  or  managerial 
problems?  Why?  What  should  be  deemed  a  significant  amount? 

9.  Should  the  FDIC  require  that  each  bank  involved  in  an 
FDIC-related  enforcement  action  or  memorandum  of  understanding  on 
certain  of  the  bank's  activities  obtain  approval  from  the  FDIC  for 
deposits  placed  through  intermediaries,  and  similarly,  should  the 
Board  require  each  FSLIC-insured  institution  covered  by  a 
supervisory  agreement  to  obtain  such  approval  from  the  Board?  Why? 
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Should  the  fdic  and  the  Board  request  that  Congress  ei 
^islation  to  require  deposit-placement  firms  to  register 
FDIC  and  the  Board  and/or  report  on  a  regular  basis  the  ini 
j  which  they  are  channeling  investors'  funds  and  the  dolli 
ivolved?  Why? 

1.   Should  the  FDIC  and  the  Board  request  that  Congress  enact 
?gislaticn  requiring  brokers  engaged  in  the  placement  of  deposit! 
:  insured  institutions  to  be  registered  with  the  Securities 
tchange  Commission?  why? 

I.  Should  the  FDIC  and  the  Board  request  that  Congress  enact 
jgislation  requiring  that  the  involved  deposit-placement  firm  sht 
part  of  the  costs  ultimately  incurred  by  the  insurance  fund  where 
funds  have  been  placed  with  an  institution  within  a  specified  tint 
'=.g.  thirty  days)  prior  to  the  institution's  failure  for  purpose: 
f  exploiting  the  deposit  insurance  system?  Why? 

of  funds  for  we 

should  the  FDIC  and  the  Board  take  any  steps  to  limit  the 
:iple  insurance  coverage  of  deposits  owned  by  more  than  one 
ividual ,  such  as  pension-fund,  trust,  agency  and  escrow 
deposits?   If  so,  should  this  be  done  by  amending  current  FDIC  and 
FSLIC  regulations  or  by  requesting  that  Congress  amend  the 
applicable  provisions  of  the  Federal  Deposit  Insurance  Act  (12 
U.S.C,  SS  1811-31d)  and  title  IV  of  the  National  Housing  Act  (12 
(U.S.C.  SS  1724-30)?  Why?   To  what  ejttent  would  this  Shift  the  ris* 
of  loss  to  the  beneficiaries  of  such  accounts  as  opposed  to  the 
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[7,  Should  the  Board  require  FSLIC- insured  i 
■stablish  additional  reserve  for  liabilities 
irokers?  Should  such  a  requirement  be  limite 
let  worth  falls  below  a  specified  level? 


;yGoo^Ic 


19.  What  effect  doss  the  use  of  brokered  funds  hai 
funds  of  institutions  which  use  them  and  on  the  coe 
institutions  in  general? 


Federal  Deposit  Insurance  Corporatioi 

^-..jLj^  -C3r^ >N 

Hoy  let.  Rebinkon 
Executive  Secretary 

By  the  Federal  Home  Loan  Bank  Board 
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Chairman  St  Germain.  Mr.  Gray. 

We  will  put  your  entire  statement  in  the  record.  You  may  pro- 
ceed. 

STATEMENT  OF  HON.  EDWIN  J.  GRAY,  CHAIRMAN,  FEDERAL 
HOME  LOAN  BANK  BOARD 

Mr.  Gray.  Mr.  Chairman  and  distinguished  members  of  the  sub- 
committee, it  is  with  great  pleasure  that  I  come  before  you  today  in 
this,  my  first  appearance,  before  the  subcommittee. 

I  would  be  remiss,  Mr.  Chairman,  if  I  failed  to  take  this  opportu- 
nity to  pay  special  tribute  to  you  for  the  outstanding  leadership 
you  rendered  the  Nation  last  year  in  helping  to  bring  about  pas- 
sage of  the  historical  legislation  which  bears  your  name. 

I  consider  enactment  of  that  legislation  to  be  the  most  important 
and  most  significant  accomplishment  of  any  Congress  in  the  field 
of  general  banking  reform  in  several  generations. 

The  personal  commitment  and  courage  you  displayed  to  assure 
that  our  thrift  institutions  would  have  the  tools  necessary  to  com- 
pete in  a  fiercely  competitive  financial  services  environment  have 
laid  the  groundwork  for  the  long-term  survival  of  the  thrift  indus- 
try. Your  leadership  on  the  House  side  made  its  success  possible.  In 
reaffirming  the  essential  role  of  the  Nation's  thrift  institutions  as 
the  principal  suppliers  of  mortgage  credit  to  American  families, 
you  and  your  colleagues  demonstrated  once  again,  as  successive 
Congresses  have  done  for  a  half-century,  that  the  function  of  spe- 
cialized housing  finance  institutions  needs  to  be  maintained  and 
strengthened  within  the  framework  of  the  Federal  Home  Loan 
Bank  System. 

I  would  ask,  Mr  Chairman,  that  you  might  indulge  me  a  few 
minutes  to  discuss  a  matter  that  I  believe  deserves  special  com- 
ment. 

Since  the  enactment  of  the  Garn-St  Germain  Act  last  year,  con- 
fusion as  to  what  the  Congress  intended  by  the  legislation  still  per- 
sists. Some  claim  that  the  legislation  effectively  transformed  thrifts 
into  commercial  banks,  or  at  least  made  both  types  of  institutions 
essentially  the  same.  We  do  not  agree  with  that  view. 

Our  reading  of  the  act  leaves  no  doubt  in  our  minds  what  the 
Congress  intended.  The  very  first  words  in  the  preamble  of  the  bill 
reads: 

An  act  to  revitalize  the  housing  industry  by  strengthening  the  financial  stability 
of  home  mortgage  lending  institutions  and  insuring  the  availability  of  mortgage 

We  believe  the  preamble  makes  it  unmistakably  clear  that  the 
Congress  took  its  action  to  insure  that  in  the  future  home  mort- 
gage lending  institutions,  that  is  to  say  federally  chartered  thrift 
institutions,  would  have  the  supplementary  authority  and  diversifi- 
cation options  necessary  to  better  cope  with  future  periods  of  eco- 
nomic instability  and  interest  rate  volatility,  in  order  to  continue 
to  be  able  to  carry  out  their  principal  housing  finance  mission. 

Some  have  advanced  the  notion  that  the  limited  new  asset 
powers  conferred  upon  Federal  thrifts  in  the  legislation  have 
erased  distinctions  between  them  and  commercial  banks.  This 
notion  has  taken  on  a  mythological  character  since  careful  analysis 
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shows  it  is  completely  unfounded.  And  I  would  refer  you  to  the 
chart  before  you. 

Any  objective  comparison  of  thrift  and  commercial  bank  asset 
authorities  demonstrates  the  wide  gulf  which  separates  the  virtual- 
ly unlimited  and  wide-open  commercial  lending  powers  enjoyed  by 
banks  relative  to  the  heavy  commercial-type  lending  limitations 
imposed  on  Federal  thrifts  by  the  act.  And  this  is  as  it  should  be, 
since  the  limited  new  asset  authorities  conferred  on  Federal  thrifts 
by  the  legislation  were  intended  specifically  to  provide  only  a  meas- 
ure of  new  asset  flexibility  to  supplement  their  principal  mortgage 
and  real  estate  finance  role. 

Now,  I  noted  that  in  recent  testimony  before  this  subcommittee  a 
representative  of  the  commercial  banking  industry  said: 


Mr.  Chairman  and  members,  depository  institutions,  whether 
banks  or  thrifts,  are  by  definition  engaged  in  deposit  gathering, 
whether  it  is  in  the  form  of  savings  deposits  or  demand  deposits.  In 
my  opinion,  the  authority  to  access  funds  in  a  particular  manner  is 
not  and  should  not  be  a  determinant  of  parity.  Rather,  the  parity 
test  ought  to  derive  from  how  the  funds  are  used  once  acquired  by 
an  institution. 

As  the  chart  demonstrates  again,  the  commercial  bank  has  the 
authority  to  lend  or  invest  acquired  deposits  in  the  manner  it 
chooses,  not  limited  by  asset  basket  restrictions.  That  is  how  it 
should  be  for  a  commercial  bank. 

On  the  other  hand,  a  Federal  thrift  is  by  comparison  severely 
limited  in  the  commercial  lending  and  investment  options  available 
for  use  of  its  acquired  deposits.  The  essential  difference  between 
commercial  banks  and  thrifts  is  determined  by  what  the  institution 
does  with  the  funds  once  obtained  through  the  deposit  process.  v 

We  believe  that  in  the  final  analysis,  the  so-called  parity  argu- 
ment is  for  all  practical  purposes  irrelevant,  since  the  practical 
consequences  of  the  distinctions  in  asset  authorities  between  banks 
and  Federal  thrifts  dictate  different  missions  for  both  types  of  de- 
positories. And  proof  that  thrifts  continue  to  maintain  their  tradi- 
tional commitment  to  housing  finance  can  be  seen  in  two  indica- 
tors. 

Using  the  qualifying  assets  test  established  by  the  Internal  Reve- 
nue Code,  thrifts  today  maintain  a  qualifying  assets  standard  of 
more  than  80  percent.  That  is  far  above  the  60  percent  minimum 
qualifying  assets  requirement.  During  the  first  8  months  of  1983, 
FSLIC-insured  thrift  institutions,  made  $88  million  in  mortgage 
loans,  three  times  the  level  registered  for  the  same  period  last 
year.  The  commitment  by  thrifts  to  housing  finance  is  clear,  irre- 
spective of  the  limited  new  commercial-type  lending  authorities 
conferred  on  institutions  by  the  Garn-St  Germain  legislation. 

So  the  bottom  line  of  all  this  is  that  the  functions  and  the  oper- 
ations of  Federal  thrifts  do  remain  very  different  from  commercial 
banks. 

Now,  with  respect  to  the  specific  subjects  that  you  are  dealing 
with  in  this  hearing  today,  I  am  pleased  to  report,  as  I  have  done 
at  great  length  in  my  written  statement,  that  the  Bank  Board 
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strongly  supports  the  payment  of  interest  by  depository  institutions 
on  demand  deposits. 

We  could  support  H.R.  3535,  or  H.R.  3895.  However,  we  much 
prefer  H.R.  3535  because  it  would  for  the  first  time  enable  federal- 
ly chartered  thrift  institutions  to  compete  for  deposits  on  an  equi- 
table basis  with  bank  and  nonregulated  competitors.  Under  present 
law  a  Federal  thrift  is  basically  restricted  to  offering  demand  de- 
posits only  to  those  business  customers  with  which  the  institution 
has  a  loan  relationship.  Commercial  banks  are  not  bound  by  such 
restrictions. 

We  believe  removal  of  this  impediment  would  enable  thrifts  to 
compete  more  equitably  for  demand  deposits.  We  believe  that  while 
the  proposed  legislation  will  exert  some  downward  pressure  on 
earnings  at  financial  institutions,  perhaps  in  the  short  term  the  re- 
sulting benefits  in  competition  and  consumer  choices  far  outweigh 
any  short-term  disadvantages. 

I  know,  Mr.  Chairman,  that  you  introduced  similar  legislation  in 
the  95th  and  96th  Congresses.  We  have  much  in  common  in  our  be- 
liefs on  this  issue. 

At  a  meeting  of  the  DIDC  several  months  ago,  I  was  pleased  to 
propose  to  my  colleagues  that  the  DIDC  formally  request  Congress 
to  permit  the  payment  of  interest  on  demand  deposits. 

Now,  on  a  related  issue,  the  Bank  Board  supports  the  proposition 
that  the  Federal  Reserve  should  pay  interest  on  reserves  which  are 
currently  held  against  demand  deposit  accounts.  The  payment  of 
interest  on  reserves  would  enable  both  thrifts  and  banks  to  offset 
any  increased  cost  of  funds  resulting  from  the  payment  of  interest 
on  demand  deposits. 

With  respect  to  the  use  of  third  party  brokered  deposits  by 
FSLIC-  and  FDIC-insured  institutions,  I  believe  the  Congress  should 
revisit  the  entire  issue  of  what  purpose  Federal  deposit  insurance 
ought  to  have  and  ought  to  serve.  The  brokered  funds  issue  raises  a 
host  of  questions  which  I  have  outlined  in  my  testimony,  questions 
which  deserve  answers,  and  hopefully  additional  direction  to  the 
deposit  insurance  agencies  regarding  the  extent  to  which  Federal 
insurance  of  accounts  ought  to  be  applied  now  and  in  the  future. 

Chairman  Isaac,  as  he  has  pointed  out,  and  I,  are  working  closely 
to  fashion  common  approaches  for  dealing  with  risks  and  problems 
posed  by  brokered  funds,  particularly  relating  to  weaker  banks  and 
thrifts. 

I  am  pleased  that  we  have  already  taken  parallel  actions  more 
closely  to  monitor  and  supervise  the  manner  in  which  brokered 
funds  may  be  used  by  troubled  institutions  in  the  future. 

I  would  be  pleased  to  respond  to  any  questions. 

[Letters  of  invitation;  response  to  Chairman  St  Germain's  re- 
quest for  information  on  broker  originated  deposits  that  have  re- 
ceived assistance  from  the  Federal  Savings  and  Loan  Insurance 
Corporation;  and  the  prepared  statement  of  Mr.  Gray  on  behalf  of 
the  Federal  Home  Loan  Bank  Board,  follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 


D*ar  Mr.  Chairman 

Tht  Subcommittee  on  Financial  Institution  Supervision,  Regulation  and 
Insurance  will  commence  hearings  on  September  21  on  the  provisions  of  KJL 
3333,  the  Demand  Deposit  Equity  Act  nf  1113,  which  would  authorize  tht 
payment  of  Interest  of  all  checking  accounts. 

As   you  know,  nationwide   NO*   account*  won  created   In   thr   Mth 


Enclosed  lor  your  Information  I*  a  copy  el  the  Iloo-  statement  I  gave  when  I 
Introduced  rLR.  3333  last  month.  Alas  enclosed  ■  a  copy  of  the  statement  i 
made  yesterday  whan  Mr.  Wylle  and  I  Introduced  the  Administration  Interest 
on  demand  deposits  hill  at  tht  request  of  the  DEC. 

Your  testimony  or  that  of  your  designee,  will  be  of  great  assistance  to  the 
Subcommittee  In  It*  consideration  of  HJL.  3333.  Accordingly,  we  have 
scheduled  your  testimony  for  iOiOO  sjn.  on  October  23  In  Roan  2111  of  the 
Haybum  House  Office  Building.  In  accodanee  with  Committee  rules,  please 
dnllver  130  copies  of  your  prepared  statement  2*  noun  In  advance  of  your 
appearance  to  the  Subcommittee,  Room  0303  Rayburn.  It  la  alto  requested  thai 
your  limit  your  oral  testimony  to  10  minute*  to  enable  all  Subcommittee 
man  iters  sufficient  time  for  questioning.  Your  prepared  statement  will  be 
distributed  to  all  Members  of  tht  Subcommittee  In  advance  of  the  hearing  and 
will  hn  Included  in  its  entirety  In  the  bearing  record. 


^&-U~^ 


Petnand  J.  St  Germain 


„Google 


U.S.  HOUSE  OF  REPRESENTATIVES 


Honorable  Edwin  J.  Gr«y 

Chairman 

Federal  Home  Loan  Bulk  Board 

1700  G  Street,  N.W. 

Wosnington,  D.C.   J055J 

Deer  Mr.  Chalrmani 


i,  the  role  of  third  party  intermediaries  or 


"money   brokers*  appears    to    be    Incoming   Increasingly    sifnlficsnt.       In    Its 


activities.  Therefore,  In  addition  to  your  testimony  on  H.R.  3S3S  pursuant  to  my 
letter  of  September  16,  1)11,  please  provide  the  Subcommittee  with  ■  thorough 
discission  of  public  risks  and  Benefits  of  money  broker  activities  and  of  the 
regulatory  proposal  developed  by  your  agency  in  response  to  my  correspondence 
to  you  of  September  8,  IMS. 
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Federal  Horns  Loan  Bank  Board 


# 


Novenber  16,  1963 


Tour  staff  has   requested  certain   Infonrrtlon  on  broker 
originated  deposits  (n  savings  and  loans  that  have  received  assistance 
fi-on  the  Federal  Savings  and  Loan  Insurance  Corporation.     I  have 
enclosed  a  schedule  of  these  associations  listing  the  month  and  year 
each  troubled  association  was  merged  into  an  acquirer,  the  name  and 
location  of  the  acquirer  (above  the  line],   the  nams  and  locaton  of  the 
associations  dissolved  and  the  mount  of  assets,  savings  and 
broker-originated  deposits  of  the  disappearing  association  at  the  time 
of  the  Merger. 

o  you.     Please  let  ne  know  if  you 


Mary  Ellen  Taylor 

Director 

Congressional  Relations 
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Name  of  Association 

City  FSSLA, 
Elizabeth,  Mj 

FJrst  of 

New  Brunswick,  NJ 


(Thousands)     (Thousands)     (Thousands) 


1/82       Great  American, 
San  Diego,  CA 

Inglewood  FSSLA, 
Inglewood,  CA 


1/82       Home  SA  of  America, 
Los  Angeles,  CA 
Buffalo  sIlA', 

Houston,  TX 
Civic  SSLA, 

Irving,  TX 
£1  Centro  FSSLA, 

Dallas,  TX 
Rep.    Of  TX  SA, 

Houston,  TX 
Royal  FS4LA, 

Dallas,  TX 
Hyde  Park  FSSLA, 

Chicago,  IL 


158,689 

123,664 

34,673 

12,537 

11 ,024 

7,857 

254,781 

186,268 

169,289 

64,185 

211,446 

118,470 

1/82       Mutual   Home  SA 
Decatur,  IL 
Central  niTnofs  BUM 
Clinton,   IL 


California  FSSLA 
Los  Angeles,  CA 

Peach  State  FSSLA, 
Bremen,  GA 

First  of  Sylvanla, 
Sylvanla,  GA 


116,493 
17,654 


;yGoo^Ic 


Date 
1/82 


j  of  Association 


Guaranty  FSiLA, 

Adel,  GA 
United  FS4LA, 

Ft.  Lauderdale,  FL 


Broker-Orlg. 
Assets  Savings  Deposits 

(Thousands)     (Thousands!     (Thousands) 


34,506 
696,571 


30,880 
595,323 


Illinois  Service 
Chicago,  IL 

Morgan  Part, 
Chicago,  IL 


Tal man-Home 

Chicago,  IL  (Phoenix) 
Unity  SA,  1,003,231 

SchauiAurg,  IL 
North  West  FSSLA,  1,332,830 

Chicago,   IL 
Alliance  S4LA,  297,049 

Chicago,  IL 


3/82       First  FS4LA  of 

Rochester,  HY  (Phoenix) 
Ulnth  FSSLA,  481 ,648  229,720 

Hew  York,  NY 
Knickerbocker  FSSLA,  521,944  342,920 

Hew  York,  NY 


4/82      First  of  Chicago,   IL 

(Phoenix) 

First  of  Downers, 
Downers  Grove,  IL 


Suffolk  County,  fiockville 

Centre,  NY  (Phoenix) 
County  FSiLA. 1,336,991 

Centereach,  NY 
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Date 

Name  of  Association 

(Thousands) 
38,711 

(Thousands) 
36,796 

(Thousands) 

5/82 

San  Marino  SSLA,  CA 
Montebelle  F5ILA.  CA 

16,805 

5/82 

Baltimore  FSSLA,  MD 

169,368 

129,933 

Baltimore,  MO 

0 

6/82 

Midwest  FSILA, 
Ml  not,  HO 

61,745 

59,795 

Valley  City,  NO 

0 

6/82 

Franklin  First  FSSLA, 

Wilkes  Barre,  PA 
First  of  Plttston,  PA 

33,677 

40,111 

0 

7/82 

Great  Southern  SA, 
Sprlnqfleld,  MO 

TH-Lakls  FSILA, 
Branson,  HO 

13,987 

12,537 

0 

7/82 

Carver  FSILA, 
New  York,  NY 

18,570 

16,821 

Jamaica,  NY 

0 

7/82 

Security  SSLA 
Vlneland,  NJ 

First  FSILA  of 
Burlington  City, 
Clnnaminson,  NJ 

136,616 

106,668 

0 

7/82 

Perpetual  FSSLA 

McLean,  VA 
Guardian  FSILA, 

Silver  Spring,  MD 

190,029 

108,946 

0 

„Google 


a  of  Association 


7/82       Caguas  FS4LA, 
Caguas,  PR 

United  FMLA  of 


Broker-Orlg. 
Assets  Savings  Deposits 

(Thousands)     {Thousands)     (Thousands) 


Carteret  SSLA, 

Newark,  jU 
River  Edge  5JLA, 


3.928  46,980 


Empire  Savings  FA, 
Southfteld,  HI 

American  FS4LA, 
Southfleld,  MI 

Harris  Cty  FS4LA, 
Bay town,  TX 

First  of  Mid  Florida, 
Del  and,  FL 


181,609  155,762 

559,147  491,173 


7/82      First  FSSLA  of  Arizona, 

Phoenix,  AZ  

Mutual  ot  LI  Paso,   IX 


174,852  154,786 


8/82      Citizens  SSLA, 

Richmond .VA    

First  of  Suffolk,  VA 


110,669  81,623  17,399 


8/82      Citicorp.  New  York,  NY 

Fidelity  HLA  of 

San  Francisco,  CA 


2,914,133        1,122,997 


8/82       Sun  Country  S4LA, 
Las  Cruces,  WW 
Coronado  SSLA, 
Albuquerque,   NM 
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Date      Name  of  Association 

8/62      Capital  Savings  FSSLA, 

Olympla,  HA 

Havre  F54LA, 

Havre,  MT 


Broker-Orlg. 
Assets  Savings  Deposits 

1  Thousands)     (Thousands)     (Thousands) 


First  FS4LA  of  Chicago, 
IL    (Phoenix) 

Union  of  Cook  Cty, 

Mahe&on,    IL 


8/82      Talman  Home  FS&LA, 
Chicago,   IL 
First  FSJLA,  PeoTTa, 


Acadia  SiLA,  Crowley,  LA 
Hrst  FSiLA  of  Acadia 

Rayne,  LA 
Republic  FSil.A, 

Lafayette,  LA 


11,341 
17,490 


Fidelity  of  Galesburg,   IL 

Investors  S41A,  46,668  39,412 

Falrvlew  Heights,  IL 
Vandalia  Citizens  SSLA,  13,767  13,141 

Vandalia,   IL 


9/82       First  of  Rochester,  NY 

(Phoenix) 

First  F5JLA  of  NY 

New  York,  NY 


Say  side  fs&LA, 

Bayslde,  MY 
Union  FSJLA  of  NV, 

New  York,  NY 
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Date      Htm  of  Association 

9/82      Twin  City  FS4LA 
Springfield,  LA 

First  of  Sprfnghlll,  LA 


Broker-Orlg. 
Assets  Savings  Deposits 

(Thousands)     1  Thousands)     1  Thousands! 


9/82      Landmark  Land  Company 
Camel,  CA 
Dixie  FSiLA, 


557,652 
68,461 


446,833 
♦7,204 


9/82      Carteret  FSSLA 
Newark,  jjj 
Barton  SAL A, 


10/82     Northeast  Savings  FA, 

Hartford,  CT 

Freedom  FSSLA 


652,953 

185,020 


Modern  S4LA, 
Pasadena,  TX 

Corslcana  SSLA, 
Corslcana,  TX 


16,891 
65,293 


10/82     Pelican  HSSA, 
HetaHe,  LA 
Union  FS4IA, 


11/82    Eixplre  of  America  FSA, 

Del  and,  FL 

island  iiLA, 

Hemstead.   HY 

South  Shore  FSSLA, 

Massapequa,   NY 


283,567  221,068 

365,460  270,779 
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Broker-Orlg. 
Assets  Savings  Deposits 

Date      Hawe  of  Association  {Thousands)     (Thousands)     1  Thousands! 

11/82     North  Kansas  SA,  36,121  30,675  32 

Beloit,  KS 
(transfer  of  Accounts) 


12/82     Anchor  SB,  Hewlett,  MY 

Peachtree  F5SU,  '   

Atlanta,  GA. 
First  of  Crisp  Cty, 
Cordele,  GA 


12/82     Horizon  FA, 

Southampton,  PA 

fiarfTeld  FSSLA, 

Potts town,  PA 

Hid-Clty  FS4LA, 
Philadelphia,  PA 


12/82     Midwest  RSS,   Inc. 

Brookings,  SD 
Home  Trust  SUA, 


Vermillion,  SD 


12/82     Lincoln  FS4LA, 

Louisville,  KY 
First  Home  FSSLA, 75,211  63,330 

Owensboro,  KY 
Security  FS4LA,  47,033  43,533 

Mayfield,  KY 
South  East  FSSLA,  129,477  106,191 


Louisville,  KY 


12/82     Great  Anterican  FS4LA, 

Oak  Part,   IL 

Chicagoland  FSJLA, 

Chicago,  IL 
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Broker-Grig. 
Assets  Savings  Deposits 

Date      Name  of  Association  (Thousands)     (Thousands)     ( Thousands ) 

12/82     Depositors  SSLA, 

Jackson,  MS 

Clay  County  F54IA,  14,193  12,986  0 

west  Point,  MS 


12/82     First  FS  of  Hegewlsch,   IL 

LVrisTng  FSSLA, 

Lansing,  IL 


1/83      Valley  First  FSSLA, 
El  Centro,  CA 
I  transfer  of  Accounts) 


2/83      Manning  SSLA, 
Chicago,  IL 

(Transfer  of  Accour 


2/83       Empire  of  America, 
Southfteld,  MI 
Metropolitan  SA, 
Farmlngton,  MI 


Gem  SA,  Daytoi 
United I  SiU. 
Cincinnati, 


2/83      Community  FSSLA. 
St.    Louis,  HO 
Hrst  hSiLA  ot  Hoberly,  MO         38,683 
Carondelet  SSLA,  717,848 

St.  Louis,  MO 


3/83      Pelican  HSSLA, 
Metal  He,  LA 
Leader  SSL A, 
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Date       Name  of  Association 

3/83      First  FS4LA  of  Michigan, 

Detroit,  MI 
HVst  F5SLA, 

Newport  News,  VA 
Peninsula  FSSLA. 

Newport  News,  VA 


Broker-Orlg. 
Assets  Savings  Deposits 

(Thousands)     (Thousands)     (Thousands) 


1201  Beach  Blvd  Corp., 

La  Habre,  CA 

Iwln  fines  PSALA. 


New  Blscayne  FSSLA, 

HI awl,  FL 
Blscayne  FSaLA, 

Miami,  FL 


1,963,062         1,764,559 


4/83       New  North  Mississippi  FSSLA 

Oxford,  MS 

North  Mississippi  541A, 


4/83       Roosevelt  FSSLA. 

Chesterfield,  HO 
Northwestern  SsLA. 
Normandy,  MO 


6/83       Mid  South  Holding  Co, 
Jackson,  MS 
Jackson  I-SJ4LA, 


Southampton,  PA 
Guaranty  SAL A, 
Pittsburgh,  PA 
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Broker-Orlg. 
Assets  Savings  Deposits 

Date      Name  of  Association  1  Thousands)     {Thousands)     (Thousands) 

5/83      Roulston  Group, 
Cleveland,  OH 
Women's  KSLT,  562,164  503,263  0 

Cleveland,  OH 


5/83      Anchor  SUA,  Madison,  HI 
First  F54U  of  Walworth, 
Delavan  MI 


Home  F54LA, 
Sioux  Falls,  S 

First  Dakota  Hon 


6/83      Atlantic  Fin.   FS4LA, 
Philadelphia,  PA 

Provident  Sim! 

Philadelphia,  PA 


Twin  City  FS4LA, 
Minneapolis,  hn 

Northern  FSSLA, 

St.  Paul,  m 

Colonial  SA, 
Houston,  TX 


6/83      American  FSSLA, 
Des  Koines,   IA 

Mutual  FSILA, 

Mason  City,   IA 
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Date 

Name  of  Association 

Assets 

(Thousands) 

Savings 
(Thousands) 

Broker-0r1g. 

Deposits 

(Thousands) 

7/83 

Great  American  FS4L.A 
Oak  Park,  IL 

59,246 

51,683 

Antloch,  IL 

0 

7/83 

Wldlak,  Shapiro, 

Patrlch,  Detroit,  MI 
Guaranty  hiiLA, 

Taylor,  HI 

142,282 

130,274 

0 

8/83 

Long  Island  SB, 

Syosset,  NY 
Suffolk  Cty  FSUA. 

Centereach,  NY 

2,502,795 

1,915,425 

0 

8/83 

Metropolitan  SB, 
Brooklyn,   MY 

127,233 

43,784 
80,720 

115,348 

41,557 

69,480 

Rosslyn,  ¥A 
Middle  Peninsula- 

Nrthn.   Neck  FS&l.A, 

Gloucester,  VA 
First  Flordla, 

Gainesville,  FL 

0 

0 

8/83 

Roosevelt  FS&LA 
Chesterfield,  MO 

47,411 

44,161 

Maplewood,  MO 

0 

8/83 

Anchor  SB,  Wayne,  NJ 
Suburban  SSLA, 
Wayne,  NJ 

2,017,750 

1,747,530 

0 

8/83 

Citizens  FS4LA, 
Hamnonii,   IN 

209,535 

15,223 

211.164 
15,579 

Gary  FSSLA,  Gary,   IN 

0 
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Name  of  Association 

Equitable  FSSLA 

Lancaster,  PA 
Citizens  FSSLA, 

Marysvllle,   OH 


Broker-Orig. 
Assets  Savings  Deposits 

{Thousands)     (Thousands)     I  Thousands ) 


Hani  Hon  Corporation, 
HI awl,  FL 

Washington  FSSLA, 

New  York,  HY 

Comunlty  FSSLA, 
Hialeah,  FL 


644,987  548,349 

117,768  96,879 


Pelican  FSSLA 
New  Orleans,  LA 

Bastrop  SSL A, 
Bastrop,  LA 

Security  S4LA, 
Vine  Platte,  LA 


32,917 
26,499 


32,497 
25,117 


10/83    First  Fed  of  Michigan 
Detroit,  HI 
First  Carolina  FSSLA, 
Columbia,  SC 
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EDWIN   J.    GRAY,    CHAIRMAN 

OF    THE 

FEDERAL  HOME  LOAN  BANK  BOARD 

BEFORE  THE 

SUBCOMMITTEE  OH  FINANCIAL  INSTITUTIONS  SUPERVISION, 

REGULATION  AND  INSURANCE 

OF  THE 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

U.S.  HOUSE  OF  REPRESENTATIVES 

October  27,  1983 
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Mr.  Chairman  and  distinguished  members  of  the  Subcommittee, 
it  is  with  great  pleasure  that  I  cone  before  you  today  in  this, 
ay  first  appearance,  before  the  Subcommittee. 

Mr.  Chairman,  I  would  be  tenia*  if  I  failed  to  take  this 
opportunity  to  pay  special  tribute  to  you  for  the  outstanding 
leadership  you  rendered  the  nation  last  year  in  helping  to  bring 
about  passage  of  the  historic  legislation  which  bears  your  nmmei 
tha  Garn-St  Germain  Depository  Institutions  Act  of  1982.   I 
consider  enactment  of  that  legislation  to  be  the  moat  important 
and  significant  accoaplishaent  of  any  Congress  in  the  field  of 
general  banking  reform  in  several  generations. 


The  personal  coaaitaant  and  courage  you  displayed  to  i 
that  our  thrift  institutions  would  have- the  tools  necessary- to 
compete  in  a  fiercely  competitive  financial  services  environment 
have  laid  tha  groundwork  for  tha  long-term  survival  of  tha 
industry.   Your  leadership  on  the  House  side  aade  success 
possible.   In  reaffiraing  the  essential  role  of  the  nation's 
thrift  institutions  as  the  principal  suppliers  of  mortgage 
credit  to  American  families,  you  and  your  colleagues 
demonstrated  once  again,  as  successive  Congresses  have  done  for 
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a  half  century,  that  the  function  of  specialized  housing  finance 
inatitutions  needs  to  be  maintained  and  strengthened  within  the 
framework  of  the  Federal  none  Loan  Bank  System. 


I  recognize  that  today's  hearing  centers  on  issues  relating 
to  deregulation  of  demand  deposits  and  the  use  of  brokered  funds 
placed  by  third  parties  in  our  depository  institutions. 

Before  addressing  those  issues,  however,  I  would  like  to  - 
take  a  few  minutes  to  review  with  the  Subcommittee  what  we  at 
the  Bank  Board  consider  to  be  matters  deserving  of  special 


Since  the  enactnent  of  the  Garn-St  Germain  Act  last  year, 
confusion  as  to  what  the  Congress  intended  by  the  legislation 
atill  persists.   Some  claim  that  the  legislation  effectively 
transformed  thrifts  into  commercial  banks,  or  at  least  made  both 
types  of  institutions  essentially  the  same.  - 

He  do  not  agree  with  that  view.   Our  reading  of  the  Act 
leaves  no  doubt  in  our  minds  what  the  Congress  intended. 

( 

I    The  very  first  words,  in  the  Preamble  to  the  bill,  readt 
"An  Act  to  revitalise  the  housing  industry,  by  strengthening  the 

stability  of  home  nortgage  lending  institutions   and 
iiir.ing  the  availability  of  mortgage  loans." 


financial 


„Google 


w«  believe  the  Preamble  nkn  it  unmistakably  clear  that  the 
Congress  took  It*  action  to  ensure  that.  In  the  future,  "ho— 
mortgage  landing  institutions"  —  that  la  to  say,  federally 
chartered  thrift  institutions  —  would  have  the  supplementary 
authorities  and  diversification  options 
necessary  to  batter  copa  with  futura  periods  of  economic 
instability  and  interest  rate  volatility  in  order  to  continue  to 
be  able  to  carry  out  their  principal  housing  finance  mission. 

Sobs  have  advanced  the  notion  that  the  Halted  new  asset 
powers  conferred  upon  federal  thrifts  In  the  legislation  have 
erased  distinctions  between  than  and  commercial  banks.   This 
notion  has  taken  on  a  mythological  character  since  careful 
analysis  shows  It  is  completely  unfounded.   Any  objective 
comparison  of  thrift  and  commercial  bank  asset  authorities 
demonstrates  the  wide  gulf  which  ssparates  the  virtually 
unlimited  and  wide  open  commercial  landing  powers  enjoyed  by- 
banks  relative  to  the  heavy  commercial- type  landing  limitations 
imposed  on  federal  thrifts  by  the  Act. 

And  this  is  as  it  should  be  since  the  limited  asset 
authorities  conferred  upon  federal  thrifts  by  the  legislation 
ware  intended  specifically  to  provide  only  a  measure  of  new 
asset  flexibility  to  supplement  their  principal  mortgage  and 
real  estate  finance  role.  As  you  are  all  aware,  a  qualifying 
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assets  test  was  incorporated  into  the  legislation  to  ttrv*  as  a 
Strong  incentive  to  federal  savings  institutions  to  continue  to 
carry  out  their  housing  finance  responsibilities. 

I  noted  that  in  recent  testimony  before  this  Subcommittee, 
a  representative  of  the  commercial  banking  industry  said, 
"granting  full  checking  account  authority  to  thrift  institutions 
will  bring  them  into  essentially  full  parity  with  commercial 
banks." 

Depository  institutions,  whether  banks  or  thrifts,  are,  by 
definition,  engaged  in  deposit  gathering  —  whether  it  is  in  the 
forn  of  savings  deposits  or  demand  deposits-  tn  my  opinion,  the 
authority  to  access  funds,  in  a  particular  Banner,  is  not,  and 
should  not  be,  the  determinant  of  "parity."  Rather,  the  parity 
teat  ought  to  derive  from  how  the  funds  are  used,  once  acquired 
by  an  institution. 

As  the  attached  commercial  lending  chart 
demonstrates,  a  commercial  bank  has  the  authority 
to  lend  or  invest  acquired  deposits  in  the  manner  it  chooses, 
not  limited  by  asset  basket  restrictions.  And,  this  is  as  it 
should  be  for  a 


Dn  I 


t  the  other  hand,  a  federal  thrift  is,  by  comparison, 
severely  limited  in  the  "commercial"  lending  and  investment 
options  available  for  uae  of  its  acquired  deposits.   This,  too. 
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is  in  keeping  with  the  intent  of  the  Garn-Et  Germain  Act  which, 
by  virtue  of  the  asset  basket  restrictions  on  commercial-type 
lending,  tends  to  concentrate  a  thrift's  asset-side  activities 
in  mortgage  and  housing-related  functions. 

I 
Again,  the  essential  difference  between  commercial  banks 
and  thrifts  is  determined  by  what  an  institution  does  with  the 
funds,  once  obtained  through  the  deposit  process. 

He  believe  that  in  the  final  analysis  the  so-called 
"parity"  argument  is,  for  all  practical  purposes,  irrelevant 
since  the  practical  consequences  of  the  distinctions  in  asset 
authorities  between  banks  and  federal  thrifts  dictate  different 
missions  for  both  types  of  depositories.   The  mortgage  and 
mortgage- re la ted  lending  activities  of  thrifts  also  are  strongly 
encouraged  by  special  tax  provisions  in  the  Internal  Revenue 
Code. 

Proof  that  thrifts  continue  to  maintain  their  traditional 
commitment  to  housing  finance  can  be  seen  in  two  indicators. 
Using  the  qualifying  assets  test  established  by  the  Internal 
Revenue  Code,  thrifts  today  maintain  a  qualifying  assets 
standard  of  more  than  80  percent,  far  above  the  60  percent 
minimum  qualifying  assets  requirement. 
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During  the  first  sight  nontha  of  1983,  FGLIC- insured  thrift 
institutions  made  $86  billion  in  mortgage  loans,  three  times  the 
level  registered  for  the  same  period  last  year.   The  coaaitaent 
by  thrifts  to  housing  finance  is  clear,  irrespective  of  the 
United  new  commercial- type  lending  authorities  conferred  on 
institutions  by  the  Garn-St  Germain  legislation. 

The  bottoa  line  of  all  of  this  is  that  the  functions  and 
operations  of  federal  thrifts  remain  very  different  from 
commercial  banks. 


DEMAND  DEPOSIT  DEREGULATION 

I  now  want  to  discuss  with  you  legislative  proposals  for  further 
deregulation  of  demand  deposits  offered  by  insured  financial 
institutions.   The  two  bills  now  under  consideration  by  the 
Subcommittee  would  take  an  important  further  step  in  the 
deregulatory  process  by  removing  the  current  prohibition  on 
payment  of  interest  on  demand  deposits  by  insured  institutions, 
wiilie  this  action  will  undoubtedly  exert  soae  downward  pressure 
on  earnings  of  these  institutions  in  the  short-term,  the  Bank 
Board  believes  that  the  resulting  benefits  in  competition  and 
consumer  choices  far  outweigh  any  short-term  disadvantages. 
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ECONOMIC  BACKGROUND 

Removing  the  prohibition  on  the  paying  of  interest  on 
demand  deposits  is  a  logical  complement  to  the  rate  decontrol 
set  in  motion  by  the  creation  of  the  Depository  Institutions 
Deregulation  Committee  in  1980,  and  by  the  Congress'  creation  of 
the  insured  Honey  Market  Deposit  Account  in  the  Garn-St  Germain 
Depository  Institutions  Act  of  1982.  In  the  half  decade 
preceding  enactment  of  these  laws,  the  government,  rather  than 
the  marketplace,  fixed  the  return  that  individual  and  business 
customers  could  earn  on  their  deposits  at  insured  financial 
institutions.   Concerns  about  bank  failures  in  the  1930s,  and 
possible  unsoundness  resulting  from  unhealthy  interbank 
competition  for  demand  deposits,  were  partly  responsible  for  the 
original  ban  on  interest  bearing  checking  accounts  and  for  rate 
ceilings.   Subsequently,  to  protect  thrifts  from  losing  deposits 
at  times  of  rising  market  rates,  and  excessive  competition,  for 
savings  dollars  from  banks.  Congress  subjected  thrifts  to  rate 
controls  and  Regulation  0  established  an  interest  rate  ceiling 
differential  for1  thrifts. 

Although  the  imposition  of  a  rate  ceiling  and  the 
differential  between  banks  and  thrifts  was  intended  to  insure  a 
steady  flow  of  funds  for  housing  finance,  the  defects  In  this 
framework  were  apparent  by  1992.   Increasing  consumer 
sophistication,  new  technology  and  marketplace  response  to 
inflation  and  volatile  interest  rates  led  to  a  large  outflow  of 
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fundi  from  banks  and  thrifts  to  money  market  mutual  funds.  While 
thrifts  experienced  substantial  deposit  losses,  the  money  market 
mutual  funds  experienced  tremendous  growth.  Increasing  to 
slightly  more  than  $230  billion  in  assets  by  early  December 
1982. 

Congress  responded  to  these  obvious  competitive  problems  by 
requiring  the  DIDC  to  create  an  account  which  would  allow 
1  federally  insured  financial  institutions  to  compete  directly 
with  the  money  market  mutual  funds.   The  MMDA  account,  created 
by  the  DIDC  on  December  14,  1982,  has  already  produced  a  massive 
shift  in  funds,  with  money  market  mutual  fund  balances  declining 
to  a  5l(i4.  V  billion  as  of  September  30,  1983.   At  the  sane  time, 
MMDA  balances  in  banks  and  thrifts  swelled  to  about  $350  billion 
— as  a  result  of  funds  shifting  out  of  money  market,  mutual  funds, 
as  well  as  out  of  lower  paying  accounts  at  these  institution*. 

The  DIDC  also  has  taken  additional  steps  to  further  deregulate 

accounts  at  depository  institutions  during  this  last  year.   Last 

winter,  the  DIDC  invented  the  Super  HOT  account,  with  unlimited 

transactions,  for  regulated  depositories.   This  account  la 

available  to  individuals,  non-profit  organizations  and 

~  government  units.   And  effective  October  1,  1983,  the  DIDC 
'   >  \ 

eliminated  all  Interest  rata  ceilings  and  minimum- deposit 

restrictions  on  savings  accounts  that  remain  on  deposit  more 
than  31  days.   Passbook  savings  and  standard  NOW  accounts  will 
continue  to  earn  5.2SI  in  banks  and  5.5%  at  thrift  institutions. 
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although  this  differential  for  passbook  savings  will  also  be 
eliminated  January  1.  At  that  tine,  the  ceiling  rat*  will  be 
5.5%  for  passbook  and  savings  accounts  of  7-31  days  at  all 
financial  institutions.  In  addition,  the  DIDC  acted  on  September 
30  to  reduce  the  $2,500  minimum  deposit  for  Super  VOW  accounts 
and  Honey  narket  deposit  accounts  to  $1,000,  effective  January 
1,  1985.  On  January  1,  1986  this  minimum  deposit  balance  trill 
also  be  eliminated. 

The  introduction  of  the  MMDA  and  the  other  recent  actions 
by  the  DIDC  have  moved  rapidly  in  the  direction  of  deregulation 
of  liabilities  of  financial  Institutions.  But  true  competitive 
equity  between  insured  financial  institutions  and  non-regulated 
competitors  has  not  been  achieved.   In  particular,  because  the 
mhea  is  United  to  three  third-party  checks  par  month,  it  is  not 
an  effective  cash -management  tool  for  large  or  small  businesses. 
The  Super  NOW  also  falls  to  seat  business  needs,  as  It  la  not 
available  to  commercial  customers. 

While  large  businesses  have  access  to  alternative  end 
effective  cash-management  techniques,  small  businesses  remain, 
at  a  disadvantage. 

Large  corporations  have  the  resources  to  employ  a  staff 
whose  sole  function  is  to  keep  a  zero  balance  In 
non-intarest-beeriag  demand  accounts.   By  carefully  tracking 
cash  needs,  they  can  invest  excess  funds  overnight  or  for  very 
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short  periods  in  instruments  such  ei  T-bills  and  repurchase 
agreements,  and  than  sail  the  Instrument*  and  place  just  enough 
cash  in  an  account  to  cover  checks  a*  they  clear.   A  snail 
"nom-and-pop"  business  doesn't  have  the  knowledge  or  the  tine  to 
invest  in  such  efforts,  and  cannot  hope  to  achieve  the  sane 
return  on  its  funds. 

Finally,  because  MHDAs  and  Super  NCMs  pay  a  Market  rate 
only  if  the  balance  la  a  minimum  of  $2500,  snail  demand  deposits 
are  not  able  to  earn  market  rates.   Removing  the  ban  on  paying 
interest  on  checking  accounts  would  reverse  the  unfairness  that 
now  results  to  small  businesses  and  individuals.   At  the  same 
tine,  all  regulated  financial  institutions  would  be  able  to 
compete  on  nore  equal  terms  with  money  market  mutualfunds  for 
deposits  of  customers  with  average  balances  of  lass  than  $2,500. 

LEGISLATIVE  PROPOSALS  FOR  DEREGULATION 

Given  the  disadvantages  to'  consumers,  maintaining  the 
.current  ban  on  interest  bearing  checking  accounts  can.be  .. 
justified  only  by  conpelling  reasons  of  safety  and  soundness. 

i 

However,  as  a  comprehensive  DIDC  analysis  of  these,  la sues 
concluded,  the  fears  which  prompted  the  original  ban  on  payment 
of  interest  on  checking  accounts  in  1933  had  little  validity  at 

\ !  V' 

the"ti£e  of  enactment,  and  have  even  less  validity  in  today's 
regulatory  framework.  In  sharp  contrast  to  the  environment  In 
which  depository  institutions  existed  in  1933  —  and  which  was 
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preceded  by  widespread  bank  failures  during  the  Depression  — 
depository  Institutions  now  operate  under  a  comprehensive  system 
of  supervisory  controls  buttressed  by  the  safeguards  of  federal 
deposit  insurance. 

The  Bank  Board  therefore  strongly  supports  the  goal  of  both 
H.R.  3535  and  H.R.  3895  {the  DIDC  bill).  Both  bills  rutova  the 
current  ban  on  interact  bearing  checking  accounts,  and  so  ensure 
that  all  depositors  would  be  treated  sore  fairly. 

Mr.  Chairman,  I  would  like  to  note  here  briefly  that  I  am 
very  appreciative  of  the  leadership  you  have  shown  on  this 
Issue,  as  you  Introduced  similar  legislation  in  both  the  95th 
and  96th  Congresses.   I  think  we  have  a  lot  in  common  In  our 
beliefs  on  this  issue,  and  I  am  glad  that  I  have  had  the 
opportunity  to  propose  to  my  colleagues  on  the  DIDC  that  we 
request  Congressional  action  in  support  of  pernitting  the 
payment  of  interest  on  demand  deposits. 

There  are  two  major  differences  In  the  bills  under 
consideration  which  we  would  like  to  comment  on.   Moat 
significantly,  H.S.  3535,  the  Demand  Deposit  Equity  Act  of  1983, 
would  for  the  first  time  enable  feda rally-char tared  thrifts  to 
compete  for  deposits  on  an  equitable  basis  with  banks  and 
non-regulated  competitors.   Under  current  law,  a  federal 
association's  authority  to  offer  demand  accounts  is  severely 
restricted. 
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basically,  a  federal  association  My  offer  demand  deposits 
only  to  those  business  customers  with  which  the  association  has 
a  commercial  lending  relationship.   In  addition,  an  association 
may  offer  demand  deposits  to  a  business  entity  for  the  sole 
purpose  of  accepting  payments  to  it  Iron  non-business  customers. 
By  removing  these  restraints!  H.R.  3535  would  greatly  strengthen 
*  the  thrift  industry  and  provide  a  crucial  supplement  to  it* 
primary,  congress ionally-manda ted  home  financing  function.  By 
expanding  the  kinds  of  customers  to  whom  federal  associations 
may  offer  demand  deposits,  H.R.  3535  would  greatly  Increase  the 
volume  of  new  funds  flowing  to  thrifts.   Thin  increased  volume 
of  new  funds  would,  in  turn,  allow  associations  to  spread  the 
fixed  cost  of  offering  corporate  demand  deposits  over  more 
accounts,  lower  costs  and  increase  potential  earnings.  Host  . 
importantly,  because  of  thrifts'  historical  connection  to 
housing  finance,  the  broader  corporate  demand  deposit  authority 
will  enable  federal  thrifts  to  cement  relationships  with 
additional  housing-related  businesses,  such  as  contractors, 
developers  and  building  materials  suppliers,  without  the 
■restrictive  requirement  that  these  businesses  first  establish  a 
loan  relationship  with  the  institution.  With  this  authority, 
S&Ll*  'ckn'become  full  service  financial  institutions  for  the 
housing*  .industry,  and  serve  housing  better.   These  new 
housing- related  customers  could  eventually  become  patrons  of 
other  services  offered  by  thrifts,  providing  a  way  for 
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thrift*  to  maximize  the  new  asset  opportunities  provided  by  th« 
Garn-St  Germain  Act  as  a  way  of  reducing  their  vulnerability  to 
interest  rat*  swings. 

Because  the  DIDC  bill  does  not  include  a  provision  enabling 
federal  thrifts  to  compete  More  equitably  for  deaand  deposits, 
w*  believe  the  approach  taken  in  H.R.  3535  is  far  preferable. 
And  the  Bank  Board  takes  strong  exception  to  suggestions  that 
such  action  would  in  any  way  bring  thrifts  into  fall  competitive 
equivalency  with  bank*.   As  I  stated  earlier,  this  criticism 
ignores  the  vital  fact  that  thrifts'  uniqueness  Ilea  in  their 
us*  of  funds  for  their  Cc-ngressicnally-recognized  role  as 
housing  lenders,   whatever  the  means  of  gathering  deposits, 
whether  savings  or  demand  accounts,  thrifts'  limited  asset 
powers  and  continued  dedication  to  mortgage  landing  distinguish 
then  froa  all  other  types  of  depository  institutions. 
Especially  when  compared  to  commercial  banks.  It  is  absolutely 
clear  that  banks  have  far  broader  and  more  flexible  power*  to 
engage  in  commercial  landing,  international  activities,  and 
securities  transactions. 

I  want  to  emphasize  again  that  the  Bank  .Board  strongly 
disagrees  with  those  who  claim  that  broadening  the  liability 
powers  of  federal  thrifts  would  in  any  sens*  confsr  an  "unfair" 
advantage  on  thrifts  in.  relation  to  banks.   To  the  contrary,  the 
enactment  of  H.R.  3535  would  for  the  first  tlma  allow  thrifts  to 
compete  on  an  equal  basis  with  banks  for  customer  funds.   The 
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evidence  Available  on  relative  shares  of  money  Market  deposit 
accounts  held  by  thrifts  and  banks  proves  just  bow  disadvantaged 
thrifts  are  under  the  current  laws.  In  the  three  and  a  half 
aonth  period  following  the  introduction  of  the  KMDA,  commercial 
banks  captured  58  percent  of  total  mmda  balances,  compared  to 
thrifts'  41.4  percent.1  As  a  consequence,  commercial  banks  hava 
increased  their  share  of  the  savings  dollar  by  about  3 
percentage  points  —  to  48.0  percent  of  conauner-type  savings 
accounts  in  August,  compared  to  44.7  percent  last  November, 
according  to  the  Federal  Reserve  Board.  Over  the  sane  period  the 
thrift  share  of  consumer-type  tine  and  savings  deposits  declined 
from  55.3  to  52.0  percent.  Clearly,  a  large  part  of  the 
apparent  advantage  commercial  banks  have  had  in  obtaining  a 
greater  share  of  money  market  deposit  accounts  than  of  other 
types  of  consumer-type  savings  derives  from  the  difference  in 
clientele.  Business  customers  are  mora  likely  than  households  to 
shift  to  MMBAs,  and  business  deposits  are  concentrated  in 
cial  banks. 


In  fact,  these  figures  are  overwhelming  evidence  that 
depriving  thrifts  of  broader  demand  account  authority  —  as 
^banking  interests  have  advocated  —  would  put  them  at  a  terrible 
disadvantage  if  demand  accounts  are  totally  deregulated. 
Restricting  thrifts  to  a  vary  snail  portion  of  the  demand 
jjccauht  market,  as  under  current  law,  would  guarantee  that  many 

1 

,"    69  Fed.    Res.    Bull.    319, 
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thrift  depositors  and  potential  depositors,  would  taka  their 
fund*  to  banks.   This  result  would  be  at  odds  with  sustaining 
the  ability  of  the  industry  to  perform  its  housing  finance  rola. 

A  second  important  difference  between  the  DIDC  bill  and 
H.R.  3535  is  in  the  treatment  of  rate  ceiling*.  While  H.R.  3535 
would  totally  abolish  the  current  ban  on  the  payment  of  interest 
on  demand  deposits,  the  DIDC  bill  requires  the  DIDC  to  impose 
the  current  HOW  account  ceiling  on  demand  deposits  which  have  an 
account  balance  of  under  $2,500  (reduced  to  $1,000  on  January  1, 
1985).   The  DIDC  incorporated  this  provision  in  its  bill  to 
prevent  the  increased  cost  of  funds  which  would  otherwise 
result.   Absent  any  ceiling  on  demand  deposit  interest, 
depositors  would  presumably  shift  their  savings  balances  into 
tha  calling-free  demand  deposits. 

While  the  Bank  Board  fully  supports  H.S.  3535  as 
introduced,  I  also  believe  that  It  could  be  helpful  to 
consider  this  feature  of  the  DIDC  bill  in  drafting  any  final 
legislation  further  deregulating  demand  deposit  authority. 

RELATED  ISSUES 

An  issue  closely  ralated  to  whether  depository  institutions 
should  be  able  to  pay  interest  on  demand  deposits  is  whether  tha 
Federal  Reserve  should  pay  interest  on  reserves  now  required  to 
be  held  against  demand  accounts. 
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Under  existing  rt»tiv«  requirements,  regulated  depository 
Institution*  must  bold  reserve  balancaa  aqual  to  a  certain 
percentage  of  their  transaction  and  nonperaonal  time  deposits 
■  in  non-interest  bearing  accounts  with  the  Federal  Reserve. 
Since  nonregulated  financial  interaedlarlea  such  as  the  money 
Market  Mutual  funds,  are  not  subject  to  reserve  requirements , 
they  are  able  to  earn  incoae  on  their  entire  deposit  base.  This 
difference  in  earning  potential  enables  non-regulated  financial 
intermediaries  to  earn  between  SO  and  100  basis  points  acre  than 
regulated  banks  and  thrifts.  And  because  regulated  institutions 
must  offset  the  effects  of  the  reserve  requirement  by  increased 
incoae  on  other  products  and  services,  a  sterile  reserve  system 
indirectly  contributes  to  artificially  high  Interest  rates  on 
loans.   These  consequences  could  be  eliminated  by  requiring  the 
Federal  Reserve  to  psy  interest  on  reserves. 

To  the  extent  that  non-regulated  financial  intermediaries 
are  nowj able  to  earn  incoae  on  their. entire  deposit  base, 
payment  of  Interest  on  reserves  would  enable  thrifts  and  banks 
'to  offset  the  increased  cost  of  funds  resulting  froa  rate 
decontrol  and  compete  acre  effectively  with  these  non-regulated 
financial  interaediarias.  Consumers  would  also  benefit,  since 
regulated  depositories  could  afford  to  pay  higher  interest  rates 
cVrdkposits,  or  to  charge  lower  rates  on  loans. " 
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serve  as  the  guarantor  of  billions  of  dollars  in  funds  marketed 
and  priced  by  national  brokerage  houses  and  other  unregulated, 
non- depository  Intarnadiariaa. 


The  rola  originally  created  for  federal  deposit  lnsi 
was  to  assist  banks  and  savings  institutions  in  their  deposit 
gathering  efforts  in  the  communities  thay  served.   In  ay 
opinion,  federal  deposit  insurance  was  not  Intended  to  insure  a 
limitless  variety  of  riak-baaed  investments  ganaratad  outside  of 
the  framework  of  the  regulated  depository  institution  itself. 

He  have  come  a  long  way  since  then- 
Today,  national  brokerage  housss  and  other  types  of 
financial  firms  actively  promote  the  federal  deposit  insurance 
stamp  in  their  nationwide  advertising,  almost  aa  though 'thay 
were  depository  Institutions  thaaaalvea. 

And,  unregulated  as  they  are  —  compared  to  banks  and 
thrifts  which  are  constantly  subject  to  the  close  supervision  of 
their  regulators  —  these  money  broker  firms  have  affectively 
gained  full  access  to  the  deposit  insurance  system  which,  again, 
was  established  to  sarva  a  mora  limited,  though  extremely 
important  purpose  — to  buttress  public  confidence  in  the 
fundamental  financial  structure  of  depository  institutions. 
Without  the  availability  Of  the  federal  deposit  insurance 
guarantaa,   money  brokers  would  find  it  far  mora  difficult  to 
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Aa  of  June  30,  1983.  n«uly  three  percent  of  the  total 
deposits  in  FSLXC- insured  institution*  were  brokered  funds.  This 
represented  S16  billion  out  of  a  total  of  $620  billion 
deposited  in  th«aa  institutions  on  that  data. 

.'  What  is  perhaps  sore  interesting  ia  that  tha  total  anount 
of  brokered  deposits  in  thrifts  ahot  up  75  percent  in  just  six 
, months.   There  ia  strong  reason  to  believe  that  the  unrestricted 
use  of  such  funds  by  thrifts  could  grow  exponentially  la  tha 
future. 

I  mention  this  because  the  long-tern  ratifications  of  such 
an  eventuality  could  produce  results  Which  would  fundamentally 
altar  the  character  of  tha  depository  institution  as  we  have 
known  it  in  our  society. 

Pros  tha  very  inception  of  federal  deposit  insurance  in  tha 
•arly  30s,  its  primary  purpose  was  that  of  insuring  ths  deposits 
6f  relatively  saa.ll  aavera  and  familiea  in  local  depository 
institutions.  Only  in  recent  times  has  deposit  insurance 
increased  to  its  currant  level. 

Jty<own  reading  of  the  reasons  for  the  establishment  of 
federal  (deposit  insurance  a  half  century  ago  indicates  that  the 
Congress  never  contemplated  the  spinner -in  which  funds  are  . 
intermediated  today.    Nor  did  the  Congress  envision  that  FDIC 
and  fsi.ic  insurance  would  be  extended  so  far.  or  be  mads  to 
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serve  as  the  guarantor  of  billions  of  dollars  in  funds  marketed 
and  priced  by  national  brokerege  houses  and  other  unregulated! 
non-depository  intermediaries. 

The  role  originally  created  for  federal  deposit  insurance 
waa  to  aaalat  banks  and  savings  institutions  In  their  dapoalt 
gathering  efforts  In  the  communities  thay  served.   In  ay 
opinion,  fadsral  deposit  lnsnranca  waa  not  Intended  to  inanre  a 
linltlass  variety  of  risk -based  Investnenta  generated  outside  of 
the  framework  of  the  regulated  depository  institution  itself. 

We  have  cone  a  long  way  sines  than. 

Today,  national  brokerage  houses  and  other  types  of 
financial  firms  actively  pronote  the  federal  deposit  Insurance 
Stamp  In  their  natlonwids  advertising,  almost  as  though  they 
were  depository  Institutions  thenselvss. 

And,  unregulated  as  they  are  —  compered  to  banks  and 
thrifts  which  are  constantly  subject  to  the  close  supervision  of 
their  regulators  —  these  money  broker  firms  have  effectively 
gained  full  acoaea  to  the  deposit  Insurance  system  which,  again, 
waa  established  to  eerve  a  more  limited,  though  extremely 
important  purpose  —to  buttress  public  confidence  in  the 
fundamental  financial  structure  of  depository  institutions. 
Without  the  availability  of  the  federal  deposit  insurance) 
guarantee,   money  brokers  would  find  it  far  more  difficult  to 
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narket  consumer  acceptability  of  their  product.   It  ia  tha  "good 
depoait  insurance  guarantee,"  a  kind  of  super  "Good 
Housekeeping  Seal  of  Approval"  which  enables  tha  unregulated 
noney  broker  to  market  his  services  and  earn  a  commiaaion  in  tha 

Indeed,  tha  mushrooming  profusion  of  broker  activity  owes 
■  federal  depoait 


What  purpose  federal  deposit  insurance  ought  to  serve,  given 
the  far-reaching  implications  posed  by  these  accelerating 
developments,  is  a  fundamental  issue  which  raiaaa  many 
■ignificant  questions. 

Should  the  role  of  deposit  insurance  be  extended  to  serve  as 
the  guarantor  of  funds  raised  by  non-depository   Intermediaries, 
even  though  tha  funds  are  ultimately  placed  in  a  depository 
Institution?  Or  should  such  insurance  be  limited  to  funds 
gathered  by  a  depository  institution  itself?  Should  a  specific 
limit,  as  a  percentage  of  total  deposits,  be  placed  on 
third-party  brokered  funds  which  could  receive  deposit 
insurance,  and  la  there  an  appropriate  supplementary  funds  role 
which ibrqkered  deposits  should  play  for  FSLIC  or  FDIC  insured 
institutions?  Should  third-party  money  brokers  be  able  to  price 
funds  themselves  and  then  place  them  with  the  depository 
Institution  which  turns  out  to  he  the  hlgheat  bidder? 
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And  what  affect  could  this  pricing  mechanism  have  on  tha 
coat  of  funds  to  depository  institutions  in  the  long  run, 
assuming  a  geometric  proliferation  of  money  broker  operations? 

Perhaps  such  questions  would  have  relatively  less  importance 
if  the  level  of  third-party  insured  money  brokering  were  to 
remain  where  It  is  today.  However,  if  insured  money  brokering 
continues  unabated,  what  will  be  the  resulting  consequence  of 
extending  deposit  insurance  far  beyond  the  confines  originally 
established  for  it?  In  the  end,  can  we  expect  to  see  federal 
deposit  inaurance  guaranteeing  every  conceivable  money  placement 
in  depository  institutions,  aa  long  as  it  is  carved  up  into 
i  representing  $100,000  or  leas. 


For  decades  now,  an  essential  role  and  responsibility  of  any 
depository  institution  has  been  to  market  and  gather  deposits 
itself.   Thrift  institutions  were  established  to  encourage 
savings  at  the  local  level. 

Indeed,  one  of  the  fundamental  responsibilities  of  the 
thrift  institution  remains  that  of  offering  insured  deposit 
services  to  savers  in  the  neighborhoods  and  communities  the 
institution  serves.  As  a  matter  of  public  policy  —  because 
we  ere  dealing  here  with  federal  deposit  insurance  —is  it 
appropriate  to  benignly  accommodate  the  exponential  growth  Of 
insured  third-party  money  brokering  until  the  day  arrives  when 
the  traditional  "depository"  function  of  depository 
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institution*  no  longer  has  meaning  because  th*  institutions 
have  allowed  themselves  to  develop  an  excessive  dependence  ot 
brokered  fund  sources  of  deposits  for  their  operations. 


Were  insured  coney  brokering  by  third  parties  to  continue  to 
accelerate  unabated,  at  what  point  down  the  road  would  cany 
thrifts  and  banks  find  themselves  hostage  to  the  national 
,  brokerage  houses  and  other  such  entities  for  fund  sources?  And, 
in  a  practical  ssnse,  at  what  point  would  pricing  of  such 
deposits  effectively  be  controlled  by  those  brokering  the  funds? 

Would  the  flow-through  of  deposit  insuranca  — through  th* 
insured  money  brokers  —  on  such  a  potentially  nassiv*  seal* 
serve  the  public  policy  purpose  int*nd*d  by  the  Congress  for  the 
federal  deposit  insurance  system? 

Yet  another  aspect  needs  to  be  brought  up.  Congress,"  itself 
has  long  recognized  the  crucial  link  between  f*d*ral  deposit 
insurance  and  the  public  obligation  of  any  depository 

institution  to  th*  local  community,  or  communities,  it  serves. 

i 

\  " 

Federally  insured  depositories  receive  a  certificate  to  do  . 
business^  only  after  the  appropriate  chartering  authority  has 
considered  a  list  of  factors,  including  "the  convenience  and 
needs  of  th*  community." 
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In  enacting  the  Conunity  Rain  vestment  Act  of  1977, 
Congress  reaffirmed  the  historic  function  of  federally  regulated 
and  insured  depositories,  and  expressly  stated  its  finding  thati 

"Regulated  financial  institutions  are  required  by  law  to 
demonstrate  that  their  deposit  facilities  serve  the  convenience 
and  needs  of  the  communities  in  which  they  are  chartered  to  do 
business." 

Have  the  rapid  changes  in  the  marketplace  for  financial 
services  altered  the  historic  and  widely  shared  assumptions  that 
a  public  charter  and  federal  deposit  insurance  confer  on  a 
depository  Institution  various  economic  benefits,  in  return  for 
fulfilling  a  public  purpose?  Historically,  a  bank  or  thrift 
charter  hae  been  a  franchise  to  serve  local  convenience  and 
need,  by  providing  an  insured  deposit  window  and  extending 
credit  in  the  community. 

Yet,  today  we  at  the  Bank  Board  hear  reports  that  some 'newly 
chartered  thrift  institutions  may  be  planning'  to  operate 
exclusively  with  brokered  insured  funds,  in  "sixth-  floor-type" 
operations,  with  no  local  insured  deposit  window  at  all.   That 
nay  be  an  extreme  example,  but  it  is  fair  to  ask  whether  an  even 
greater  reliance  on  brokered' insured  funds  by  depository 
institutions  would  result  ultimately  in  this  sort  of  operation 
for  many  more  institutions. 
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If   nationally  based,    centralized  money  broker  operatiana 
were  to  become  the  chief  sourcs  of  Insured  funds  for  thrifta  and. 
banks,    the   depository   institutions   could   find   it    increasingly 
difficult  to  sake  pricing  decisions  baaed  on  the   cost -of- funds 
environment  prsvaillng  in  their  own  primary  ssrvies  arses.      That 
is  to  say,   their  cost  of  doing  business  relating  to  their  coat 
of  funds  could  be  subject  to  the  pricing  decisions  of  money 
brokerage  houses  in  certain  areas  and  this  Bight  well  bear 
little  or  no  relation  to  local  conditions.     This  could  favor 
insured  deposit   flows  to  unregulated  money  gatherers  which  night 
then  sight  be  able  to  afford  to  offer   rates  higher  than  could  be 
profitable  to  regulated  depository  institutions. 

I  as  not  suggssting  this  will  happen,  but  to  Ignore  the 
long-term  possibilities   that   it  could  happen  would  be   to  fail,  to 
examine  a  range  of  potential   implications. 

tt  is  surely  not  possible  here  to  fully  resolve  all  the 
issues  and  possible   Implications  raised  in  these  questions. 
However.    I  believe  the  unrestricted  growth  of  brokered  .deposits 
thrdugh  back-door  entry  to  the  federal  deposit  Insurance  system  ■ 
will  result   in  truly  far-rsachlng  changes  In  the  basic  role  of 
the  ^bspn's  regulsted  depository  institutions  at  sons  point   In 
the  future.      Let  ate  hasten  to  acknowledge  the  initiative  and 
creativity  sonsy  broker  firms  have  demonstrated  In  their 
endeavor.   Brokered  deposits  are  certainly  not,  Inherently  bed. 
Mr.   Chairman,    in  light  of  the  rapid  growth  In  third-party 
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money  brokering  I  would  urge  that  the  Congress  revisit  the  whole 
matter  of  what  federal  deposit  insurance  ie  and  what  It  ought  to 
be  used  for  In  the  future. 

In  my  opinion,  neither  Chairman  Isaac  nor  I  have  the 
statutory  authority  to  determine  broad  limits  on  the  total  use 
of  brokered  insured  funds.  Even  If  we  had  the  Authority,  I  don't 
think  either  of  us  would  want  to  exercise  major  unilateral 
action  in  the  abaance  of  specific  Congressional  direction.  The 
Issues  are  of  euch  magnitude,  I  believe  they  ought  to  be 
addressed  and  resolved  in  the  legislative  process. 

nevertheless,  the  Bank  Board  and  the  KSLIC  have  sought  to 
develop  a  common  approach  for  dealing  .with  the  uss  of  brokered 
insured  funds  by  troubled  institutiona. 

i*:.-   He  believe  an  immediate  need  exists  to  closely  monitor  the 
use  of  brokered  funds  by  such  Institutions  to  assure  that  the 
use  of  these  brokered  deposits  does  not  constitute  the  means  for 
bringing  about  irrssponslble  growth  of  the  deposit  base  of  a 
troubled  institution  and,  thereby,  impose  an  undue  risk  on  the 
federal  insurance  funds. 

To  address  this  need,  we  have  instituted  certain 
supervisory  procedures.   With  respect  to  F SL IC- insured  thrifts, 
the  Bank  Board  ia  requiring  that  any  institution  which  Is  now, 
or  becomes  a  "supervisory"  case  —  that  is,  an  institution  which 
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fails  to  meet  its  minimum  not  worth  or  statutory  reserve 
requirement  —  will  no  longer  be  abls  to  accapt  or  roll-over 
third-party  brokered  deposits  If  such  deposits,  whan  aggregated 
with  all  other  brokered  funds  and  custodial  deposits,  exceed  51 
of  all  deposits,  without  advance  written  notice.   Such  notice 
will  have  to  be  submitted  in  writing,  together  with  a  plan 
indicating  how  the  funds  will  be  used,  ten  days  in  advance,  to 
,  the  Supervisory  Agent.   All  institutions  which  fall  into  the 
supervisory  category  and  which  exceed  this  5%  threshold  will 
be  required  to  submit  a  monthly  report  indicating  the  level  of 
such  deposits  and  the  source  and  use  of  the  funds. 

The  procedures  I  have  described  mirror  as  closely  as 
possible  actions  the  FDIC  has  taken  in  its  area.   In  sum,  these 
measures  are  intended  to  require  that  the  management  of  such 
institutions  demonstrates  that  the  way  in  which  additional 
brokered  Insured  funds  are  used  will  not  work  to  the  detriment 
of  the  institution  or  the  deposit  insurance  funds. 

You  should  know  that  all  institutions  regulated  by  the  Bank 
I 

Board  are  required  to  report  the  amount  of  brokered  funds  on 

deposit  on  a  regular  basis. 

V-;V' 

During  the  past  two  years,  brokered  funds  ware  present  in 
3S  Institutions  which  required  FSLIC -assisted  mergers  or 
liquidations.   Eleven  of  these  institutions  had  acquired  in 
excess  of  10  percent  of  total  savings  in  brokered  deposits,  and 
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six  of  tli«  cna«s  involved  amounts  of  roughly  20  percent  or  more  in  i 
funds.  I  believe  the  new  procedures  we  have  instituted  will 
substantially  improve  our  ability  to  prevent  abuses  resulting 
from  brokered  funds  acquisition. 

Another  administrative  action  was  taken  jointly  several  days 
ago  by  the  Bank  Board  and  the  FDIC.   Both  agencies  issued  an 
Advance  Notice  of  Proposed  Rulemaking  to  solicit  comments  from 
Insured  institutions  on  the  nature  of  Insured  deposit  broksrlng 
activities  and  the  alternatives  the  FDIC  and  the  Bank  Board 
ought  to  pursue  in  dealing  with  such  practices.   The  commence 
received  in  response  to  the  Advance  Notice  will  provide  us  and 
you  in  the  Congress  with  what  I  expect  to  be  a  wide  range  of 
views  on  the  issues  raised. 

One  issue  the  Bank  Board  believes  is  particularly 
significant!  which  we  addressed  in  the  Advance  Notice,  relates 
to  unprofessional  and  abusive  broker-driven  transactions  with 
depository  institutions.   What  sometimes  occurs  is  that  a  money 
broker  will  propose  to  place  deposits  in  an  Institution  but,  as 
a  quid  pro  quo,  will  require  that  e  portion  of  the'  funds  be  lent 
back  to  the  deposit  broker  firm  for  its  own  use.  We  do  not 
object  to  such  a  loan,  if  the  decision  to  do  so  is  made  freely 
by  the  institution  itself.   Preventing  such  quid  pro  quo  tie-ins 
would  address  abuses  which  occur  when  brokers  structure  both  the 
asset  and  liability  aides  of  transactions  and  could  prevent  a 
troubled  depository  institution  from  entering  into  an  imprudent. 
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loan  transaction  with  much  a  broker.  Chairman  Isaac  and  I  have 
agreed  that  action  should  ba  taken  by  tha  agencies  we  head  to 
address  thi«  problem. 

In  conclusion,  lat  me  aay  that  tha  Bank  Board  look*  forward 
to  working  closely  with  tha  members  of  thia  Subcommittee  in 
addressing  tha  iaauaa  I  hava  sought  to  ralaa  in  connaction  with 
determinations  you  nay  wish  to  naka  a>  to  what  tha  role  of 
fadaral  deposit  inauranca  ought  to  ba  now  and  in  tha  future. 

This  concludes  ay  statement.   I  would  be  pleased  to  respond  to 
any  questions  tha  Subcommittee  may  have. 
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Chairman  St  Germain.  Thank  you,  Mr.  Gray,  for  a  very  note- 
worthy statement. 

Now  we  will  hear  from  a  gentleman  who  has  had  many  repeat 
performances  before  this  subcommittee,  J.  Charles  Partee,  member, 
Board  of  Governors,  Federal  Reserve  System. 

We  will  place  your  entire  statement  in  the  record.  You  may  pro- 
ceed. 

STATEMENT  OF  HON.  J.  CHARLES  PARTEE,  MEMBER,  BOARD  OF 
GOVERNORS,  FEDERAL  RESERVE  SYSTEM 

Mr.  Partee.  Thank  you,  Mr.  Chairman.  I  will  try  to  be  brief. 

I  am  pleased  to  report  that  the  Board  of  Governors  also  supports 
repeal  of  the  interest  prohibition  on  demand  deposits.  We  believe 
that  this  step  is  appropriate  now  in  light  of  the  vast  changes  in 
banking  and  financial  markets  over  the  last  50  years,  and  that  its 
benefits  in  terms  of  return  to  depositors  and  more  efficient  use  of 
our  national  resources  will  outweigh  the  temporarily  adverse  ef- 
fects on  banking  profits. 

The  fact  of  the  matter  is  that  this  longstanding  prohibition  has 
lost  a  good  deal  of  its  force  and  would  continue  to  lose  force  in  any 
event  in  the  period  to  come.  That  is  true  because  many  market 
substitutes  have  been  developed  over  the  years  which  permit  the 
economization  of  cash  balances  and  many  customers  are  already 
minimizing  their  zero  interest  cash  balances  at  this  time. 

In  addition,  rate  deregulation  is  spreading  rapidly  as  a  result  of 
this  committee's  work,  among  others,  and  it  is  going  to  extend  soon 
to  all  other  deposit  categories.  In  that  environment,  it  seems  to  me 
that  continuation  of  zero  interest  on  demand  deposits  makes  this 
instrument  quite  untenable  over  time.  Therefore,  we  need  to  recog- 
nize that  the  interest  prohibition  be  done  away  with. 

Now,  there  will  be  a  cost  to  the  banks  in  ending  the  interest  rate 
prohibition,  although  I  think  it  is  easy  to  exaggerate  the  amount 
that  it  may  prove  to  be.  I  would  point  out  that  for  very  large  ac- 
counts, implicit  interest  has  long  been  paid  in  the  form  of  free  serv- 
ices. 

Indeed,  there  is  a  quite  sophisticated  technique  that  establishes 
the  amount  of  checking  balance  that  needs  to  be  held  in  order  to 
pay  for  services,  and  then  cash  management  devices  are  used  to 
bring  the  account  down  to  that  level,  and  this  is  typical  in  the  case 
of  large  corporations. 

For  the  small  household  accounts,  of  course,  many  of  these  de- 
posits already  have  been  shifted  to  NOW  accounts  over  the  last 
several  years,  and  those  are  accounts  that  bear  interest  and  will  be 
ceiling  free  in  another  couple  of  years. 

The  banks  most  likely  to  be  hurt  are  the  ones  that  serve  small- 
and  medium-sized  businesses,  where  there  may  have  been  some 
profits  remaining  in  the  checking  account  business  for  the  banks. 

But  it  seems  to  us  that  banks  generally,  once  they  offer  explicit 
interest  on  demand  deposits,  are  likely  to  compensate  for  this  by 
charging  for  checking  and  other  services  that  they  perform;  unbun- 
dling, if  you  will,  the  services  that  they  have.  This  will  provide  a 
considerable  offset,  and,  over  time,  we  think  a  rather  full  offset  to 
the  net  cost  of  providing  interest  on  checking.  ; 
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I  would  want  to  point  out,  Mr.  Chairman,  just  for  the  record, 
that  it  seems  to  me  not  all  bank  customers  will  benefit  from  pay- 
ment  of  interest  on  demand  deposits.  For  households  in  particular, 
the  payment  for  services  may  often  exceed  the  interest  earnings  in 
the  unbundled  system,  particularly  when  you  take  into  account  the 
tax  effect.  That  is  to  say,  the  interest  earned  is  taxable  whereas  the 
service  charges  paid  are  not  tax  deductible. 

For  large  corporations,  there  won't  be  much  to  be  gained,  it 
seems  to  me,  over  the  current  situation.  Again,  it  is  the  small-  and 
medium-sized  businesses  that  will  tend  to  benefit  along  with  some 
large  individual  account  holders,  and  I  would  say  that  the  whole 
system  would  become  more  rational  in  its  use  of  resources  as  we 
attach  explicit  payments  and  charges  to  deposits  and  services  in 
the  system. 

So  far  as  monetary  policy  is  concerned,  Mi,  one  of  our  guides  in 
policy,  may  become  even  more  unstable  as  a  guide  for  a  time  as 
balances  are  shifted  into  demand  deposits  reflecting  their  interest 
earning  potential  and  out  of  demand  deposits  as  the  need  for  com* 
pensating  balances  falls.  But  I  think  we  may  be  better  off  in  the 
longer  run  as  rationality  is  restored  to  the  deposit  market. 

Now,  we  do  differ  with  you,  Mr.  Chairman,  in  preferring  the 
DIDC  variant  of  the  bill  implementing  interest,  which  is  H.R.  2895. 
First,  we  do  believe  that  for  the  time  being,  the  thrift  power  to 
offer  transactions  accounts  should  not  be  broadened  further.  Later 
on,  probably  yes.  Now  I  think,  no. 

Second,  we  believe  that  the  DIDC  should  have  the  authority  to 
phase  out  minimum  balance  requirement;  on  interest  bearing 
demand  deposits  parallel  to  what  it  is  doing  with  NOW  accounts. 
The  reason  for  that  is  if  it  doesn't  have  some  authority  with 
demand  deposits,  the  program  to  phase  out  NOW  account  ceilings 
will  be  undermined  and  that  in  turn  will  undermine  the  present 
savings  deposit  system.  I  would  point  out  to  you  that  the  thrifts 
still  have  $185  billion  in  savings  deposits  on  their  books,  so  that  the 
effect  could  be  substantial  on  those  institutions. 

Third,  we  believe  that  the  full  transaction  account  reserve  should 
be  imposed  on  increases  in  demand  deposits  from  date  of  enact- 
ment because  not  to  do  that  would  disturb  equity  in  the  phase-in 
program  that  was  authorized  by  this  committee  in  the  Monetary 
Control  Act  of  1980,  and  will  create  distortions. 

But  these  are  technical  matters  that  I  think  we  can  work  out. 
The  point  is  that  we  do  agree  that  the  time  has  come  to  end  the 
interest  rate  prohibition. 

We  also  would  urge  that  this  legislation  include  a  plan  to  begin 
paying  interest  on  reserves.  The  two  actions  seem  to  go  together 
and  to  complement  each  other.  The  payment  of  interest  to  their 
demand  deposit  customers  by  the  institutions  will  be  facilitated  by 
the  payment  of  interest  on  reserves,  because  this  will  help  to  offset 
some  of  the  cost  of  doing  so. 

The  main  problem,  as  I  see  it,  is  fiscal.  We  have  about  $20  billion 
in  such  reserves  at  present,  which,  at  a  10-percent  interest  rate, 
provides  about  $2  billion  to  be  turned  over  to  the  Treasury  annual- 
ly at  this  time. 
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If  you  allow  for  the  affect  on  taxable  income  of  banks  and  their 
customers  resulting  from  the  proposed  new  procedure,  the  net  loss 
to  Treasury  as  of  now  would  be  around  $1V*  billion  a  year. 

Therefore,  and  reflecting  our  deep  concern  about  the  large  con- 
tinuing deficit  in  the  United  States,  I  guess  we  would  have  to  rec- 
ommend that  the  payment  of  interest  on  reserves  be  phased  in 
over  several  years  as  changes  in  the  fiscal  mix  are  brought  about. 
But  it  needs  to  be  done — I  want  to  emphasize  that — as  a  matter  of 
equity  and  to  relieve  some  of  the  structural  distortions  that  nonin- 
terest  reserves  are  having  on  banks  and  on  the  pattern  of  deposit 
offerings  they  are  making. 

Now,  on  the  question  of  money  brokers,  a  lot  has  been  said  by 
my  two  colleagues  from  the  insurance  agencies,  and  will  be  said,  I 
am  sure,  by  my  other  two  colleagues  on  my  left.  Let  me  make  just 
two  points,  Mr.  Chairman. 

The  first  is  that  money  brokering  does  perform  an  economic 
function.  It  helps  to  move  funds  from  credit  surplus  to  credit  deficit 
areas,  from  the  Northeast  to  the  Sunbelt  to  the  west  coast,  places 
where  credit  is  needed.  It  is  one  of  a  number  of  devices  of  that  kind 
that  have  been  used  over  the  postwar  years  and  before  to  make 
possible  the  changing  characteristics  of  our  economy  and  the 
changing  distribution  of  its  people  and  resources. 

Therefore,  it  seems  to  me  that  we  don't  want  unduly  to  restrict 
the  availability  of  this  kind  of  an  instrumentality  to  provide  that 
economic  function. 

It  is  true  that  we  have  had  serious  problems  with  brokered 
funds,  particularly  recently,  and  I  think  that  the  misuse  of  the 
device  has  occurred  mainly  because  of  the  interaction  of  our 
present  insurance  system  of  coverage  for  savings  and  loans  and 
banks,  and  the  funding  needs  of  institutions  that  may  find  them- 
selves in  some  financial  difficulty,  either  because  they  need  more 
funds  or  because  they  have  to  replace  funds  that  are  running  out. 

Now,  to  the  extent  that  that  is  true,  I  think  we  should  and  can 
deal  with  this  at  the  supervisory  level,  and  Bill  Isaac  has  men- 
tioned to  you  a  program  that  is  going  to  be  put  in  place  in  the 
period  to  come. 

It  might  also  not  be  a  bad  idea  to  require  that  deposit  brokers 
register  under  the  Investment  Advisers  Act  of  1940.  They  don't  do 
so  now  as  a  generality  because  deposits  are  not  considered  securi- 
ties. As  you  know,  that  act  is  administered  by  the  SEC. 

Thank  you  very  much. 

Chairman  St  Germain.  Thank  you,  Governor  Partee. 

[Letters  of  invitation  and  the  prepared  statement  of  Mr.  Partee 
on  behalf  of  the  Federal  Reserve  Board  follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Honorable  3.  Claris  Partes 


Federal  Reserve  System 

JOlii  4  Constitution  Avt,  N.W. 

~    "'     ■  n,D.C  20)31 


The  Subcommittee  on  Financial  Institutions  Supervlaion,  Regulation  and 
Insurance  will  commence  hearings  on  September  II  on  the  pnividom  irf  HJt. 
3)33,  th*   Demand  Depoait  Equity  Act  cd   1*13,  which  would  authorlx*  the 


Deregulation  Committee  asked  ti 

Interest  bearing  demand  depoait  account!  to  i 

Endoeed  lor  rota-  Information  la  a  copy  of  tl 

Introduced  rLR.  3333  last  month.    Alao  endoaad  li  a  copy  of  the  statement  I 

made  yesterday  whan  Mr.  Wylie  and  I  Introduced  th*  AdmlnlatraUon*!  Interest 

on  demand  depoait*  bill  at  the  request  of  the  OKJC. 

Your  testimony  or  that  of  your  designee,  will  be  of  great  assistance  to  the 

— '—   - — :' ,—   of   1IJ*.      3333.     Accordingly,   wo  have 

un.  on  October  23  In  Room  2121    of  th* 


deliver  13D  coplea  of  your  prepared  statssimit  2»  horn  In  advance  of  your 
appearance  to  th*  Subcommittee,  Room  B303  Raybum.  It  Is  alao  requested  that 
yuir  limit  you?  oral  testimony  to  10  minutes  to  enable  all  Subcommlttse 
members  sufficient  time  tor  questioning.  You-  prepared  statement  will  be 
distributed  to  all  Members  of  the  Subcommittee  In  advance  of  the  hearing  and 


Sincerely, 


— L*'    n  yW.      ' 
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U.S.  HOUSE  OF  REPRESENTATIVES 


September  13,  1383 


Honorable  J.  Charles  Pertee 
Member,  Board  of  Governors 
Federal  Reserve  System 
20th  &  Constitution  Ave.,  N.W. 
Washington,  D.C.   10551 

Dear  Governor  Farteei 

Aa  deposit  deregulation  proceeds,  the  rule  of  third  party  intermediaries  or 
"money  brokers"  appears  to  be  Becoming  increasingly  significant.  In  its 
deliberations  on  H.R.  3515,  the  Subcommittee  should  know  more  about  such 
activities.  Therefore,  in  addition  to  your  testimony  on  H.R.  5535  pursuant  to  my 
letter  of  September  Is,  11183,  plus*  providt  th*  Subcommittee  with  •  thorough 
discussion  of  public  risks  and  benefits  of  money  broker  activities  and  of  the 

regulatory  proposal  developed  by  yon  sj '" ~"  _ ' 

to  you  of  September  B,  1913. 
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Statement  by 

J.  Charles  Partes 

■tenter,  Board  of  Governors  of  the  Federal  Reserve  System 

before  the 

cial  tnstl 

of  the 

Caimittee  on  Banking,  Finance  and  Urban  Affairs 

House  of  Representatives 

October  27,    1983 
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I  appreciate  this  opportunity  to  give  the  views  of  the  Federal 
Rossrve  Board  on  proposals  to  permit  the  payment  of  interest  on  demand 
deposits.     The  Board  supports  repeal  of  the  existing  prohibition  on 
interest  payments  on  demand  deposits.    He  believe  that  audi  a  step  is 
appropriate  at  this  tine  In  light  of  the  vast  charges  in  banking  and 
financial  markets  over  the  last  50  years,  and  that  ita  benefits  in 
terms  of  enhanced  return  to  some  depositors  and  a  more  efficient  use  of 
our  nation's  resources  will  outweigh  the  temporarily  adverse  effects  on 
bank  profits. 

Congress  has  already  recognized  the  distortion  and  inequity 
inherent  in  interest  rate  ceilings  on  tine,  savings,  and  household 
transaction  accounts  and,  in  accord  with  its  Congressional  mandate,  the 
DIX  has  eliminated  ceilings  on  the  great  bulk  of  such  deposits.    Many 
of  the  same  arguments  apply  to  the  prohibition  of  interest  on  demand 
deposits,  and  its  repeal  would  complete  the  process  of  rate  ceiling  de- 
regulation.   As  I  will  explain  later,  however,  we  do  have  sans  differences 
with  you,  Mr.  Chairman,  on  the  details  of  how  to  implement  the  repeal. 
In  addition,  we  believe  it  would  be  desirable  to  couple  a  move  in  this 
direction  with  action  to  begin  paying  interest  on  required  reserve 
balanoes  held  at  Federal  Reserve  Banks.     Finally,  as  you  requested,  I 
will  discuss  issues  associated  with  brokered  deposits. 
History  and  Current  Impact  of  Prohibiting  Interest  on  Demand  Deposits. 

The  prohibition  of  the  payment  of  Interest  on  demand  deposits 
was  first  put  in  place  50  years  ago  in  the  midst  of  the  banking  crisis 
that  accompanied  the  deepening  economic  depression.    Banks  that  were 


„Google 


members  of  the  Federal  Reserve  Systm  wore  tanned  (ran  paying  Interest 
on  demand  deposits  In  1933  and  this  prohibition  was  extended  to  insured 
nonrerater  tanks   in  1935  (and  to  savings  and  loan  associations  In  1982 
when  they  were  first  authorized  to  offer  demand  deposits).     The  payment 
of  Interest  on  demand  balances  was  thought  to  have  contributed  bo  the 
great  depression  in  two  ways:     First,  it  allowed  large  city  banks  to  bid 
funds  away  from  rural  areas,  primarily  through  the  medium  of  "bankers 
balances"  or  deposits  of  smaller  banks  in  larger  ones.    This  flow,   it 
was  believed,  not  only  drained  credit  from  agriculture  and  small-town 
businesses,  but  also  tended  to  foster  speculative  excesses  In  securities 
markets,  since  the  large  banks  were  alleged  bo  be  using  the  funds  to 
make  loans  bo  stock  purchasers  buying  on  margin.     Second,  the  unregulated 
payment  Of   interest  on  demand  and  other  deposits  was  felt  to  have 
contributed  to  the  weakened  condition  of  the  banking  system.     Excessive 
competition  for  funds  on  a  rate  basis  was  thought  to  encourage  banks 
to  generate  needed  revenue  by  making  riskier  loans  whose  subsequent  de- 
faults led  to  bank  failures.     In  addition,  prohibiting  Interest  on  de- 
mand deposits  was  intended  to  reduoe  costs  so  that  banks  could  mora 
easily  afford  the  premiums  on  newly  introduced  deposit  insurance. 

With  the  benefit  of  historical  hindsight,  we  can  now  see  that 
sane  of  the  reasons  given  for  prohibiting  interest  payments  on  demand 
deposits  might  not  have  been  as  compelling  as  they  seemed  at  the  tine. 
Bankers'  balances,  or  a  close  substitute  for  them,  would  have  been  held 
in  any  case,  since  they  served  a  number  of  useful  functions  to  smaller, 
rural  banks,  -including  as  a  source  of  liquidity  to  meet  seasonal  swings 
In  loans  and  deposits  and  to  facilitate  check  clearing  and  other  services 
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received  from  the  larger  banks.    With  respect  to  the  effect  of  interest 
rate  competition,  any  related  deterioration  In  credit  underwriting 
standards  was  swamped  by  general  financial  and  economic  events,  so  that 
subsequent  studies  fall  to  show  an  association  between  rates  paid  on 
deposits  and  the  incidence  of  bank  failure  during  the  period. 

I  would  note  also  that  the  prohibition  of  interest  rates  on 
demand  deposits  has  not  prevented  the  emergence  of  close,  interest-bear- 
ing substitutes  whose  use  has  greatly  eroded  whatever  effectiveness  rate 
limitations  once  had.     large  account  holders — including  business  corpo- 
rations and  others — long  ago  began  utilizing  a  variety  of  instruments 
and  techniques  enabling  them  to  Minimize  the  Impact  of  the  inability  to 
earn  interest  on  demand  deposit  balances.    And  in  1900  Congress  authori- 
zed the  nationwide  availability  of  interest-bearing  transactions  accounts 
for  households  and  nonprofit  organizations,  and  in  1982  for  govern 


Certainly,  the  absence  of  interest  on  demand  deposits  has 
not  inhibited  the  flow  of  funds  frcm  one  area  of  the  country  bo  another. 
The  federal  funds  market  provides  an  efficient  way  for  banks  with 
surplus  funds — often  smaller  institutions — to  make  them  available  at 
market-determined  rates  to  banks  with  funding  needs — often  those  located 
in  money  centers.     Money  center  banks  have  com*  up  with  a  variety  of 
other  instruments  as  well  that  allow  them  to  bid  for  large  volumes  of 
funds  in  what  is  in  effect  an  interregional,  indeed,  international 
dollar  market. 
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In  addition,  for  many  banks  tim  prohibition  of  Interest  en 
damanl  deposits  probably  has  net  significantly  held  down  the  overall 
cast  of  funding.     Customers,  working  with  banks,  have  developed  eophisti- 
catsd  cosh  management  techniques  that  minimize  ths  volirae  of  balances 
in  demand  accounts  by  ncwlng  funds  on  a  short-tern  basis  between  demand 
deposits  and  highly  liquid  Instruments  paying  market  yields.     Son*  Instru- 
ments, such  as  money  markst  deposit  accounts  and  money  market  funds,  can 
even  be  substituted  to  e  limited  extent  directly  for  denand  deposits  In 
tsaking  transactions;  othersi  Including  repurchase  agreements  and  Eurodollar 
deposits,  can  be  acquired  for  periods  as  short  as  overnight  to  earn 
interest  on  surplus  balances.    Although  these  techniques  were  developed 
initially  by  and  for  large  corporations.  In  an  environment  of  high 
Interest  rates  and  improving  technology,  they  have  increasingly  become 
available  to  smaller  customers  as  well. 

Moreover,  the  balances  remaining  in  demand  deposit  accounts 
are  by  no  means  'free"  to  the  bank.     Rather,  In  exchange  for  those 
balances  the  bank  provides  a  variety  of  services  to  demand  deposit 
holders,  charging  considerably  less  than  their  cost.     In  this  way, 
depositors  earn  "Implicit*  interest  on  their  funds  in  denand  deposits. 
These  services  include  check-clearing,  deposit  processing,  and  other 
transactions  associated  directly  with  the  use  of  the  demand  account 
itself,  and  they  may  Involve  other  banking  functions,  such  as  loan 
commitments,  wire  transfers,  processing  credit  card  drafts  aid  payroll 
preparation.     Banks  conmmly  inform  business  demand  deposit  holders 
what  level  of  balances  they  must  hold  so  that  the  bank's  earnings  from 
the  zero-interest  balances  cover  the  expense  of  providing  ths  services. 
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When  businesses  use  cash  management  techniques  to  keep  their 
balances  to  the  mlninuoB  set  by  the  banks,  the  iirplicit  intsrsst  return 
to  the  holdir  probably  about  matches  the  market-determined  interest 
rats  that  would  bs  paid,  and  the  prchtbltlon  of  interest  on  demand 
deposits  offers  no  cost  savings  to  banks.     However,  many  smaller  busi- 
nesses, and  households  still  holding  demand  deposits,  may  not  have  the 
sxpsrtlss  or  tins  available  to  nonage  their  demand  accounts  that 
closely.     Thsss  account  holders  are  earning  sons  implicit  interest  from 
the  services  they  receive,  but  that  compensation  is  likely  to  be  below 
competitive  interest  rates,  especially  for  holders  of  relatively  large, 
inactive  accounts. 
The  Effect  of  Allowing  Interest  to  be  Paid  on  Demand  Deposits 

Repeal  of  the  prohibition  of  interest  on  demand  deposits  will 
affect  the  banking  business  in  a  nxrber  of   important  ways.     In  general, 
banks  will  probably  move  mors  rapidly  to  explicit  pricing  of  the  ser- 
vices they  offer  customers  and  away  from  asking  for  low-  or  no-inter- 
est compensating  balances.     Interest  rates  on  the  various  types  of 
deposits  available  at  banks  and  thrifts  are  likely  to  depend  primarily 
on  the  maturity  of  the  deposit  rather  than  on  what  the  deposit  is  used 
for.     Just  how  this  process  will  evolve  and  precisely  what  its  effects 
might  be  can  not  be  predicted  with  confidence,  but  sane  broad  outlines 
can  be  discerned. 

Seme  bank  customers  will  stand  to  benefit,  nost  especially  those 
holding  higher  demand  balances  than  needed  to  compensate  for  the  services 
they  are  now  receiving.     As  I  indicated  before,  the  most  important  class 
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of  such  customers  probably  la  mall-  to-medium  sized  businesses.     They 
will  be  able  to  realize  a  return  on  transaction  balances  without  the 
expenditure  of  time  and  money  to  learn  about  and  utilize  sophisticated 
cash  management  techniques.    Those  already  employing  such  techniques 
will  be  free  to  redirect  resources  into  nor*  [reductive  uses,     since 
interest-earning  demand  accounts  could  provide  a  direct  and  competitive 
outlet  for  holding  liquid  funds.     In  addition,  more  explicit  pricing  of 
bank  services  should  help  all  bank  customers  achieve  a  better  balance 
between  their  use  of  each  type  of  service  and  its  cost  to  then. 

Of  course,  not  all  bank  customers  will  benefit.    Households 
making  heavy  use  of  services  may  find  their  net  compensation  reduced 
by  the  substitution  of  taxable  explicit  returns  for  tax-free  Implicit 
yields  on  deposit  balances,  while  service  charges,  which  are  not  tax- 
deductlbla,  rise,    lb  accomodate  these  customers,  banks  may  continue 
to  offer  accounts  paying  little  or  no  explicit  Interest  and  carrying 
reduced  service  charges  to  depositors  whose  balances  are  adequate  to 
compensate  for  their  use  of  services.     Efewever,  banks  are  not  going  to 
be  able  to  allow  customers  whose  demand  deposits  are  small  relative  to 
the  use  of  services  to  continue  to  be  subsidized  in  this  fashion,  and 
these  depositors  will  face  a  higher  cost  of  banking.    On  balance,  how- 
ever, the  movement  toward  explicit  and  full  pricing  of  services  and 
deposits  should  iirprove  and  rationalize  the  provision  and  use  of  banking 
services  in  this  country. 

for  banks,  earnings  will  be  affected  by  the  balance  between 
the  coat  of  paying  interest  on  the  deposits  and  the  rise  In  revenue 
from  the  explicit  pricing  of  services.     An  important  factor  in  this 
regard  is  the  competitive  environment!  bank  earnings  could  be  reduced 
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substantially  if  a  fierce  struggle  for  depositors'  dollars  develops, 
with  excessive  interest  rates  paid  on  demand  Balances  or  continued 
underpriclng  of  services  being  used  as  "come-ons"  to  lure  depositors 
from  other  institutions.    But  our  recent  experience  with  rates  on  Super- 
N3W  and  money  market  deposit  accounts  Indicates  that  after  an  introduc- 
tory period  they  ha™  been  kept  about  in  lino  with  potential  returns  to 
banks  and  thrifts.     Therefore,  as  a  generality,   I  think  it  reasonable 
to  expect  that  interest  paid  on  demand  deposits  and  rates  charged  for 
services  would  reflect  fairly  quickly  the  underlying  investment  oppor- 
tunities and  costs  of  banks. 

Under  these  circumstances,    it  is  the  banks  that  are  now  earn- 
ing more  on  their  investment  of  interest-free  deposits  than  they  are 
incurring  in  unrecovered  costs  to  provide  subsidised  services  that 
would  experience  seme  downward  pressure  on  earnings.     The  Intensity  of 
this  pressure  will  depend  also  on  how  rapidly  deposit  funds  are  shifted 
into  accounts  paying  explicit  interest  rates.     Eventually  the  bulk  of 
all  transaction  funds  likely  would  be  held  in  such  deposits.     But 
initially,  seme  holders  may  not  take  the  trouble  to  change  accounts, 
and  sane,  as  noted  above,  may  prefer  the  no  interest-low  service 
charge  combination  they  now  are  receiving.     The  extent  of  the  shifting 
will  depend  in  part  on  the  Structure  of  the  legislation — whether,  for 
exanple,  the  DIDC   is  empowered  to  put  the  proposed  $2,500  floor  on 
decontrolled  balances  at  first — and  on  the  marketing  approach  of  the 


The  negative  impact  of  demand  deposit  interest  on  earnings 
will  not  be  distributed  equally  across  depesitory  institutions.     Thrift 
institutions,  for  example,  have  very  few  demand  deposits,  and  they 
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would  welcoiie  the  opportunity  a  lifting  of  the  calling  would  give  thai 
to  compete  with  banks  for  business  deposits,     large  wholesale  type 
bunks,  who  do  a  sizable  share  of  their  business  with  more  sophisticated 
corporations ,  also  may  not  feel  ouch  of  an  Impact  since  these  corpor- 
ations  probably  already  are  getting  a  market  return  on  their  deposits. 
Rather  the  effect  will  be  felt  most  keenly  by  small-  and  medium-sized 
banks,  and  large  retail  branch  systems — especially  those  with  a  dispro- 
portionate share  of  demand  deposits  from  small-  and  medium-sized  busi- 
nsssses.     It  is  impossible  to  estimate  with  any  precision  just  how 
large  this  effect  would  be,  and  obviously  it  will  vary  quite  a  bit 
among  banks,  depending  on  the  particular  situation  of  the  institution. 
But  it  does  seem  passible  that  some  classes  of  banks  could  be  affected 
coneidsrably,  at  least  until  they  have  had  time  to  make  other  adjust- 
ments in  lending  rates,  service  charges  and  other  fee  income. 

As  the  entire  spectrum  of  banks'   revenues  and  costs  adjusts 
over  time  to  the  new  situation,  the  initial  adverse  effect  on  earnings 
should  tend  to  diminish.     Even  in  the  absence  of  the  initiative  on 
demand  deposit  rates,  many  of  these  same  adjustments  probably  would 
become  necessary.     Household  transaction  deposits  already  have  been 
significantly  deregulated  and  are  slated  for  complete  Interest  rate  de- 
regulation by  1986,  and  It  has  been  evident  for  some  tine  that  careful 
cash  management  techniques  have  been  spreading  to  more  and  more  busi- 
nesses.    Thus,  whatever  earnings  benefit  banks  are  receiving  from  the 
prohibition  of  interest  on  demand  deposits  is  rapidly  eroding  in  any 


From  a  monetary  policy  perspective,  the  payment  of  interest 
n  donand  deposits  could  Create  nore  uncertainty  with  respect  to  formu- 
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lating  monetary  targets  and  interpreting  Incoming  information  about 
money  growth.    The  level  and  behavior  of  demand  deposits  relative  to 
Income  aid  prices  Is  likely  to  change  as  these  deposits  become  more 
attractive  vehicles  for  holding  liquid  savings,  rather  than  being  used 
almost  exclusively  for  transactions  purposes.     Soma  of  the  funds  that 
ore  now  normally  shifted  to  Close  demand  deposit  substitutes  will  remain 
in  these  accounts  given  competitive  interest  rates.     At  the  same  time, 
some  o£  the  balances  now  held  in  demand  deposits  solely  to  conpensate 
hanks  for  services  received  will  he  invested  elsewhere  as  explicit 
charges  are  placed  on  these  services. 

The  uncertainties  are  likely  to  be  greatest  In  the  transition 
period,  when  deposit  holders  are  adjusting  their  behavior  to  the  avail- 
ability of  interest-earning  accounts  and  explicit  prices  for  services. 
The  problem,  however,    is  one  of  degree,  since  we  are  already  facing 
similar  difficulties  with  HI,  our  measure  of  transactions  money,  as  a  re- 
sult of  the  movement  of  household  funds  into  NOW  and  Super-NOH  accounts. 
Moreover,  by  inducing  the  utilization  of  demand  deposit  substitutes  and 
the  spread  of  cash  management  techniques,  the  current  regulatory  frame- 
work has  created  Its  own  problems  for  monetary  policy  that  the  payment 
of   Interest  on  demand  deposits  would  tend  to  reduce.     The  Federal 
Reserve  has  already  had  to  accept  and  adjust  to  the  need  for  Increased 
flexibility  when  implementing  policy  In  a  changing  financial  environment, 
and  I  feel  confident  that  we  could  deal  with  the  effects  of  the  advent 
of  interest  an  demand  deposits  as  well. 
implementation  of  Interest  on  Demand  Deposits 

Although  the  Federal  Reserve  Board  shares  the  desire  to  per- 
mit interest  to  be  paid  on  demand  deposits,  we  do  have  some  concerns 
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about  how  thla  la  to  be  implemented.    Generally,  we  faw>r  the  approach 
In  H.R.  3895,  which  you  introduced  at  the  request  of  the  DIDC.     It  Uq 
understanding,  Mr.     Chairman,  that  your  own  bill  differs  (ran  the  DIDC 
proposal  in  three  respects. 

First,   your  bill  would  eliminate  the  currant  restrictions 
limiting  thrift- Institution  checking  accounts  for  businesses  to  those 
with  other  customer  relationships.    This  action,  it  seems  to  us.  Is  not 
appropriate  at  this  tine.     Thrifts  arc  still  In  the  process  of  adapting 
their  business  strategies  to  the  new  powers  they  obtained  only  last 
December.     The  Federal  Reserve  believes  that  the  question  of  a  still 
broader  scope  for  the  checking  account  authority  of  thrifts  should  be 
addressed  later  on,  when  the  wider  issues  concerning  the  structure  and 
organization  of  the  financial  system  are  considered. 

Second,  we  believe  that  the  DIDC  should  have  the  authority  to 
decontrol  demand  deposits  in  a  parallel  fashion  with  HOW  a 
you  know,  NCW  account  interest  rates  are  still  regulated  for  a 
below  92.500— a  minimum  that  will  drop  to  SI, 000  in  January  1985  before 
total  elimination  in  the  spring  of  1986.     If  the  same  mlnlnun  were  not 
imposed  for  interest-bearina  demand  deposits,   the  DIDC  would  need  to 
end  the  regulation  of  NOW  accounts  immediately,  and  probably  also 
savings  accounts.     In  the  absence  of  such  action,  a  sizable  volume  of 
funds  in  savings  accounts  and  mailer  NOW  accounts  would  simply  shift 
to  deregulated  demano  deposits.    The  effect  on  the  earnings  of  banks 
and  thrifts  could  be  substantial,  and  I  would  prefer  to  see  the  floor 
phased  out  as  the  didc  has  proposed.     At  thrift  institutions  in  parti- 
cular, the  need  to  pay  higher  rates  on  $185  billion  of  savings  deposits 
could  have  very  serious  consequences  on  a  still  weakened  Industry. 
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Finally,  we  would  urge  that  the  Federal  Reserve  be  allowed  to 
ijipose  full  transaction  reserve  requirements  on  Increases  in  demand 
deposits  at  each  institution  from  the  date  of  enactment,  as  in  the  DIDC 
bill.     This  provision  is  necessitated  by  the  nature  of  the  phase— in  of 
reserve  requirements  for  nonmember  banks  and  thrifts  under  the  Monetary 
Control  Act.     Congress  directed  that  NOW  accounts  be  subject  to  full 
transaction  account  reserve  requirements  uimed lately,  while  requirements 
on  demand  deposits  would  be  brought  up  to  the  KM  account  level  only 
slowly.     Decontrol  of  demand  deposit  Interest  rates  would  allow  thrifts 
and  nonmember  banks  to  avoid  full  reserve  requiranents  on  household 
accounts  for  the  remaining  transitional  years  by  transferring  the  funds 
already  In  NOW  accounts  to  demand  deposits.     The  result  would  Impose  an 
additional,  unfair  competitive  disadvantage  on  member  banks. 

Let  me  reiteriate,   Mr.  Chairman,  that  our  disagreements 
are  related  to  technical  matters  concerning  the  precise  way  interest  on 
demand  deposits  would  be  phased  in — not  to  the  fundamental  intent  of 
your  bill,  on  which  we  are  in  agreement. 
Interest  on  Reserves 

In  addition,  the  Board  would  urge  that  any  legislation  to 
eliminate  the  prohibition  of  interest  on  demand  deposits  include  a  plan 
to  begin  paying  Interest  on  required  reserve  balances  at  the  Federal 
Reaerve.  The  two  steps  are  caiplaientary — Interest  on  reserves  will 
reinforce  some  of  the  beneficial  effects  of  allowing  Interest  on  de- 
mand deposits  while  alleviating  sone  of  the  short-run  impact  on  bank 

Reserve  requirements  serve  a  vital  and  efficient  role  in  the 
conduct  of  monetary  policy;  they  are  the  fulcrum  through  which  policy 
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actions  affecting  roearve  balances  are  transmitted  to  the  depository 
institutions  and  through  them  to  the  general  public.       But  It  is  not 
necessary  that  reserve  balances  be  Interest-free.     In  their  present 
form,  reserves  act  as  a  tax  on  the  institutions  forced  to  hold  them 
irtilch,  like  any  other  tax,  probably  is  partly  absorbed  by  the  institutions 
and  partly  passed  on  to  the  public  In  the  form  of  lower  deposit  rates 
or  higher  service  charges.     Such  a  tax  might  be  justifiable  at  a  time 
when  the  opvernuert  also  was  setting  rate  ceilings  that  held  down  the 
cost  of  deposits,  but  these  ceilings  will  soon  be  gone.     By  enabling 
depository  institutions  to  compete  for  savers'  dollars  on  an  equal  foot- 
ing with  other  intermediaries,  payment  of  interest  on  required  reserves 
could  Increase  the  flow  of  funds  through  banks  and  enable  depositors  to 
enjoy  the  maximum  benefits  of  deposit  rate  deregulation. 

He  recognize  that  there  are  sans  difficulties  associated  with 
the  proposal  that  market  interest  rates  be  paid  on  such  reserves.     For 
example,  movements  in  the  monetary  aggregates — especially  the  narrow 
transaction  aggregate  Ml — might  beccme  even  sore  difficult  to  interpret 
if  this  substantial  regulatory  cost,  which  would  tend  to  force  Interest 
rates  to  be  lower  on  transaction  accounts  than  on  other  deposits,  is 
eliminated.     But  by  removing  one  more  Incentive  for  people  to  find  nsw 
and  innovative  methods  of  avoiding  holding  resarvable  deposits.  Interest 
on  reserves,  along  with  interest  on  demand  deposits,  may  In  time  contri- 
bute to  a  more  stable  financial  environment  and  hence  to  greater  ease  in 
making  monetary  policy. 

Interest  on  reserves  would  also  result  in  a  loss  of  Treasury 
revenue.     Currently,  about  $20  billion  of  reserve  balances  are  held  at 
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the  Federal  Reserve,  and  with  the  System's  portfolio  yielding  around  10 
percent,  this  generates  about  $2  billion  of  revenues  annually  that  are 
available  to  be  remitted  to  the  Treasury.     Of  course,  a  sizable  part 
of  any  interest  paid  cut  to  banks  and  thrifts  would  be  recaptured 
through  Increased  tax  payments  by  those  institutions  and  their  depositors. 
Nonetheless,  at  a  tlma  when  very  large  federal  deficits  seen  in  prospect 
for  the  Indefinite  future,  the  loss  of  revenues  Is  a  serious  natter. 
To  spread  the  fiscal  effects  of  such  a  move,  therefore,  Interest  payments 
on  reserve  balances  might  bs  phased-in  over  a  number  of  years.     This 
could  be  done  by  gradually  increasing  the  rate  paid  on  reserve  balances 
until  It  eventually  reached  its  final  level — perhaps  keyed  to  the 
Federal  Reserve's  earnings  on  Its  portfolio  of  Treasury  bills.    Alterna- 
tively, full  Interest  could  be  paid  initially  only  on  the  reserves  held 
against  certain  types  of  deposits,  adding  to  the  eligible  classes  of 
deposits  over  time.     Thle  would  be  consistent  In  Its  initial  stages 
with  the  proposals  now  before  Congress  to  have  the  Federal  Reserve  pay 
interest  on  reserves  held  against  money  market  deposit  and  super  NOW 
accounts.     Its  disadvantage  Is  the  need  to  allocate  reserve  balances  to 
deposit  classes,  and  the  arbitrary  competitive  handicap  that  deposits 
still  subject  to  the  reserve  "tax"  would  Incur  until  the  phase-out  is 
complete. 

you  asked,  Mr.  Chairman,  that  I  discuss  possible  regulatory 
approaches  to  dealing  with  problems  that  may  arise  In  association  with 
bank  or  thrift  use  of  brokers  to  obtain  deposits.    As  you  know.  Chairman 
Volcker  already  has  responded  to  your  request  for  suggestions  on  this 
subject,  and  I  have  attached  his  letter  for  referenoe. 
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Briefly,  our  view  is  that  deposit  brokering  has  a  legitimate 
role  to  play  in  our  financial  system.  By  channelling  funds  from  areas 
In  which  they  are  in  surplus  to  areas  of  relative  shortage,  money 
brokerage  is  but  one  of  a  number  of  similar  activities  that  contribute 
to  the  efficient  functioning  of  our  financial  markets.  By  and  large, 
this  works  to  the  benefit  of  depositor,  depository  institutions,  and 
the  economy  more  generally. 

At  the  same  time,  we  recognize  that  deposit  brokerage  has 
been  subject  bo  abuse,  particularly  by  troubled  institutions  that  have 
been  willing  to  pay  large  premiums  for  brokered  funds  to  bolster  their 
deposit  base.     Recently,  this  practice  has  been  facilitated  by  the 
technique  of  placing  large  suns  with  a  given  institution  and  parcelling 
them  out  In  pieces  of  $100,000  or  less,  so  that  the  holdings  of  each 
participating  depositor  ore  federally  insured.     As  a  result,  any  market 
discipline  associated  with  risk  is  undermined,  and  the  deposit  Insurance 
funds  are  faced  with  potentially  much  larger  calls  on  their  assets  if 
the  troubled  institution  subsequently  falls. 

Since  there  is  the  possibility  of  abusing  an  implied  fiduciary 
relationship  between  broker  and  deposit  customer,  it  may  be  appropriate 
to  require  registration  and  regulations  of  such  firms,  perhaps  along  the 
lines  of  the  Investment  Advisers  Act  of  1940  already  being  administered 
by  the  S.E.C.  Ihe  application  of  suitability  standards  and  disclosure 
requirements  similar  to  those  in  this  Act  to  deposit,  brokers  could  be 
quite  beneficial. 

Ik  most  serious  aspect  of  the  problem,  however,  has  been 
the  use  of  brokered  deposits  by  troubled  institutions,  which  we  believe 
can  best  be  approached  through  closer  supervision  of  the  depository 
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institutions  themselves.  The  first  requirement  is  to  Identify  institu- 
tions that  are  relying  unusually  heavily  on  brokered  deposits,  or  that 
have  increased  such  reliance  sharply  ever  a  short  period  of  tin*.  This 
would  alert  the  primary  supervisors  of  these  institutions  to  the  need 
for  in-depth  reviews  to  ascertain  whether  this  practice  indicated  that 
the  institution  was  facing  fundamental  problems,  and  to  take  remedial 

Beginning  with  the  quarterly  call  report  for  September  30, 
19S3,   banks  have  been  required  to  report  the  voline  of  deposits  obtained 
through  brokers.     This  will  make  possible  ths  monitoring  of  the  amount 
aid  distribution  of  brokered  funds  and  the  Identification  of  institutions 
where  brokered  deposits  account  for  an  unusual  proportion  of  total  fund- 
ing.     I  would  envisage  a  follow-up  review  of  all  such  institutions,  prob- 
ing in  greater  depth  the  sources,  terns  and  conditions  of  the  brokerage 
arrangements.     It  seems  to  me  that  such  reports,  along  with  on-site 
inspections  where  indicated,  would  enable  supervisors  to  discover  ana 
take  timely  steps  against  any  abusive  practices  that!  may  be  facilitated 
by  the  availability  of  brokered  funds. 
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October  3,  1913 


Honorable  Fernand  3.  St  Germain 
Chairman 

Committee  on  Banking,  Finance 
and  Urban  Aiders 
House  of  Representatives 
Washington,  D.C  10319 

Dear  Chairman  St  Germain: 

Thank  you  (or  your  letter  of  September  6,  1913,  requesting  the  Federal 
Reserve's  views  concerning  what  regulatory  and/or  statutory  action  is  needed  to 
deal  with  the  activities  of  "money  brokers".  You  point  out  that  substantial 
amounts  of  brokered  deposit*  have  been  placed  in  banks  that  have  tailed  and  that  In 
the  wake  of  the  failure  of  the  Perm  Square  bank,  money  brokers  have  facilitated 
the  placement  of  fully-insured  deposits,  thereby  undercutting  the  market  discipline 
that  these  investors  might  otherwise  have  imposed. 

The  Federal  Reserve  shares  your  concern  about  the  effect  of  the 
practices  of  tome  money  brokers  on  market  discipline  and  the  operation  of  the 
financial  system.  We  would  point  out,  however,  that  in  a  banking  system  where 
Individual  institutions  are  subject  to  geographic  limitations  —  In  some  run  they 
arc  limited  to  a  tingle  office  —It  is  quite  natural  and,  under  appropriate 
circumstances,  economically  desirable  that  mechanisms  develop  to  facilitate  the 
transmission  ol  funds  from  areas  of  excess  savings  or  liquidity  to  those  areas  In 
need  of  funds  for  the  legitimate  banking  and  credit  needs  of  consumers  and 
businesses.  Brokers  have  long  played  and  continue  to  play  an  Important  role  in  this 
function,  and,  in  to  doing,  have  contributed  to  a  more  efficient  use  of  oir 
economy's  liquid  Savings.  Brokers  have  also  provided  prudent  managers  of  sound 
banks  greater  flexibility  in  the  management  of  bank  finding.  In  considering  the 
activities  of  money  brokers,  therefore,  the  critical  issue  is  to  devise  a  regulatory 
response  that  will  address  the  practices  considered  harmful  without  substantially 
impeding  the  legitimate  role  of  the  brokers. 

It  may  be  useful  in  this  regard  to  distinguish  between  the  brokering  of 
fundi  in  very  large  denominations  for  sophisticated  investors  in  the  nation's  largest 
depositories  with  the  placement  of  smaller  retail  type  deposits  and  the  more  recent 
practice  of  splitting  brokered  finds  up  Into  $100,000  fully  insured  denominations. 
With  respect  to  the  brokering  of  the  larger  wholesale  deposits,  we  ace  no 
compelling  need  for  regulatory  or  statutory  action  since  the  Investors  Involved 
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should  be  capable  of  protecting  their  own  Interest!  and  there  to  little  evidence  to 
suggest  that  this  activity  to  causing  problems  of  the  type  cited  In  your  letter. 
Since,  by  definition,  the  denominations  of  these  wholesale  funds  are  quite  Urge, 
market  Incentives  pertaining  to  individual  transactions  are  not  eroded,  and 
wholesale  brokers  tend  to  deal  with  the  larger  banking  organizations.  These 
institutions  continue  to  be  subject  to  market  scrutiny  and  discipline  due  to  the  fact 
that  they  continually  raise  large  volumes  of  funds  In  the  money  and  capital 

On  the  other  hand,  the  brokering  of  fully  Insured  deposits  doe*  tend  to 
undercut  market  discipline  and  raises  safety  and  soundness  Issues,  particularly 
when  the  depository  institution  pays  above  market  rates  for  the  brokered  funds  and 
substantial  commissions  lor  the  brokerage  service.  Investors  seeking  maximum 
rates  of  return,  often  through  money  broker*,  are  attracted  to  the  higher  rate 
being  offered  by  these  institutions,  if  the  investor  or  broker  limits  the  deposit  to 
the  fully  insured  $100,000,  the  investor  can  obtain  both  the  maximization  of  return 
and  the  minimization  of  risk.  Under  such  circumstances,  brokers  of  smaller  retail 
type  deposits  can  enable  some  banks  with  financial  weaknesses  to  obtain  funding 
that  they  might  otherwise  be  denied  by  the  discipline  of  the  marketplace. 

In  light  of  this  discussion,  there  appear  to  be  two  possible  approaches  to 
addressing  the  concerns  raised  by  the  activities  of  money  brokers.  First, 
consideration  could  be  given  to  modifying  the  deposit  insurance  system  In  such  a 
way  as  to  distinguish  between  brokered  and  nonbrokered  funds  and  to  reintroduce 
some  element  of  risk  to  those  depositors  who  place  their  funds  through  brokers- 
Second,  banking  organizations  could  be  required  to  make  periodic  disclosure  of  the 
use  of  brokered  funds,  distinguishing  between  amounts  obtained  through  brokered 
deposits  of  more  or  less  than  $100,000.  This  would  alert  the  market  to  heavy  users 
of  brokered  funds  and  provide  more  timely  Information  for  possible  follow-up  to 
bank  supervisors. 

We  believe  that  as  long  as  the  Investor  to  fully  Insured,  he  or  she  will 
have  tittle  incentive  to  discriminate  among  depository  institutions  on  the  basis  of 
financial  condition  and  their  choice  would  likely  be  driven  only  by  rate  of  return. 
For  this  reason,  we  believe  that,  absent  some  regulatory  or  statutory  actions 
pertaining  to  insurance  coverage,  little  would  be  gained  by,  as  some  have 
suggested,  requiring  that  Investors  be  supplied  with  disclosure  material  concerning 
the  condition  of  the  financial  institutions  selected  for  deposit  by  the  money 
brokers.  We  understand  that  the  FD1C  and  the  FSLIC  will  address  issues  pertaining 
to  deposit  insurance  for  Federally-Insured  commercial  banks  and  savings  and  loan 
associations.  One  possibility,  tor  example,  would  be  to  reduce  or  eliminate 
insurance  coverage  on  brokered  retail  deposits,  thereby  reintroducing  an  element 
of  risk  to  the  depositor.  While  this  may  hold  some  promise  for  bringing  market 
discipline  to  bear  on  the  activities  of  money  brokers,  we  believe  that  any  proposals 
for  modifying  the  Insurance  system  would  have  to  be  carefully  considered  and 
structured  to  avoid  the  possibility  of  eroding  the  strength  or  undermining  the 
essential  coverage  of  our  nation's  deposit  Insurance  system. 

In  our  view,  a  more  Immediate  and  fruitful  way  of  addressing  this 
problem  to  to  require  greater  and  more  timely  disclosure  of  the  use  of  funds 
obtained  through  money  brokers.      Indeed,  the  Federal   banking  agencies  have 
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eiready  begun  to  Implement  1hU  approach  in  their  revision*  to  the  bank  call 
report.  Beginning  with  the  September  SO,  191}  call  report,  commercial  banks  will 
be  required  to  report  the  total  amount  of  fundi  obtained  through  money  broken. 
Further  revisions  to  the  call  report  proposed  (or  March  \9l<i  will  obtain  both  total 
brokered  funds  and  brokered  retail  deposits.  This  information  will  be  reported  on  a 
quarterly  basis  and  will  be  available  to  the  public  as  well  at  the  supervisory 
agencies. 

We  believe  this  approach  hat  a  number  of  benefits.  First,  It 
distinguishes  between  wholesale  and  retail  brokering  and  enables  supervisory 
authorities  to  Identify  those  institutions  making  heavy  use  —  or  experiencing  sharp 
changes  in  the  use  —  of  brokered  retail  funds.  Second,  the  approach  avoids 
restrictions  on  the  legitimate  role  played  by  some  brokers  and  avoids  the 
Imposition  of  potentially  costly  or  burdensome  regulations.  Third,  disclosure  of 
brokered  deposits  may  help  reinforce  market  discipline  vis-a-vis  any  remaining 
large  uninsured  depositors  or  nondeposit  suppliers  of  funds.  For  example,  when 
used  In  conjunction  with  disclosure  of  nonper forming  loans,  investors,  providers  of 
Fed  funds,  other  uninsured  creditors  and  money  market  participants  generally  will 
be  better  able  to  identify  those  Institutions  whose  rapid  growth,  possibly  In 
combination  with  asset  weaknesses,  has  forced  them  to  rely  heavily  on  brokered 
funds.  Fourth,  tills  approach  is  consistent  with  the  general  desire  expressed  by 
some  members  of  Congress  for  greater  financial  disclosure  by  commercial  banks. 
Finally,  and  perhaps  most  importantly,  greater  disclosure  will  enable  bank 
supervisory  agencies  to  monitor  more  effectively  those  Institutions  with  a  large  or 
growing  reliance  on  brokered  retail  funds  and  use  this  information  to  trigger  on- 
site  examinations  and,  if  necessary,  formal  enforcement  action.  Information  on 
the  volume  and  growth  of  brokered  deposits,  both  alone  and  in  relation  to  total 
asset  growth  and  other  Indices  of  bank  soundness,  can  be  factored  Into  our  early 
warning  and  surveillance  systems  and  into  our  ongoing  procedures  for  planning  and 
conducting  on-site  examinations. 

Still  another  approach  that  has  been  suggested  b  a  system  of 
registration  in  connection  with  which  the  money  brokers  would  be  called  upon  to 
meet  minimum  standards  of  financial  and  ethical  conduct.  We  believe  that  this  is  a 
desirable  development,  and  that  brokers  should  be  encouraged  to  develop  such 
standards.  However,  we  do  not  believe  that  the  present  situation  requires 
statutory  action.  Adoption  of  the  self-policing  steps  being  discussed  by  brokers  and 
the  users  of  their  services  would  certainly  be  a  step  in  the  right  direction. 

o  your  Committee.   Please 
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Chairman  St  Germain.  I  must  say,  obviously  the  Fed  has  a  very 
substantial  staff,  because  when  I  listen  to  your  testimony,  even 
though  you  agree  with  things  that  we  stand  for,  you  remind  me  of 
the  fellow  going  through  the  Sahara  Desert  carrying  an  umbrella 
and  galoshes.  You  go  into  so  many  conditions,  things  that  might 
occur.  And  I  appreciate  it,  because  it  alerts  us  to  some  of  the  dan- 
gers that  might  lie  ahead. 

Mr.  Partee.  I  tend  to  be  cautious,  Mr.  Chairman.  I  must  say  I 
have  learned  that  over  the  years. 

Chairman  St  Germain.  I  am  not  talking  just  about  you  Governor 
Partee;  I  am  talking  also  about  the  Fed  in  general.  It  is  refreshing. 

Chairman  St  Germain.  Mr.  Conover,  we  will  put  your  entire 
statement  in  the  record.  You  may  proceed. 

STATEMENT  OF  HON.  C.  T.  CONOVER,  COMPTROLLER  OF  THE 
CURRENCY 

Mr.  Conover.  Thank  you,  Mr.  Chairman. 

I  am  pleased  to  present  my  views  on  the  payment  of  interest  on 
demand  deposits,  the  payment  of  interest  on  reserves  held  by  the 
Federal  Reserve,  and  the  role  of  deposit  brokering  in  our  banking 
system.  These  are  not  necessarily  the  views  of  the  administration. 

Looking  first  at  interest  on  demand  deposits,  I  support  the  pay- 
ment of  interest  on  demand  deposits  held  by  banks,  but  only  as 
part  of  comprehensive  financial  reform.  Therefore,  I  cannot  sup- 
port passage  of  either  H.R.  3535  or  H.R.  3895  as  stand-alone  legisla- 
tion. 

Similarly,  it  would  be  a  mistake  to  grant  thrift  institutions  au- 
thority to  accept  demand  deposits  without  removing  the  differences 
in  the  legal  framework  governing  commercial  banks  and  thrifts. 
The  more  similarities  that  exist  between  product  lines  that  banks 
and  thrifts  can  offer,  the  more  important  it  becomes  to  equalize 
their  regulatory  treatment.  Elimination  of  disparities  in  capital  re- 
quirements, tax  treatment,  geographic  restrictions,  and  the  ability 
to  expand  into  new  lines  of  business  should  all  be  part  of  any  fi- 
nancial reform. 

Turning  to  interest  on  reserves,  I  strongly  support  the  payment 
of  interest  on  all  required  reserves.  I  recognize  that  such  payments 
would  have  an  impact  on  Federal  revenues.  But  requiring  deposi- 
tory institutions  to  hold  nonearning  reserves  represents  an  unfair 
tax  on  these  institutions  and  puts  them  at  a  competitive  disadvan- 
tage. 

1  would  now  like  to  comment  on  deposit  brokering.  Deposit  bro- 
kering performs  a  valuable  economic  function  by  expanding  availa- 
ble deposit  options  and  can  be  an  efficient  means  for  institutions  to 
attract  deposits.  However,  while  the  benefits  of  deposit  brokering 
are  substantial,  it  does  create  legitimate  supervisory  concerns. 

First  of  all,  deposit  brokering  reduces  market  discipline.  We  are 
taking  steps  to  alleviate  potential  supervisory  problems  related  to 
brokered  deposits.  We  are  placing  increased  emphasis  on  these  de- 
posits during  the  examination  process. 

Restrictions  on  the  use  of  brokered  funds  can  and  will  be  placed 
on  certain  problem  banks,  and  to  detect  trends  in  the  use  of  bro- 
kered deposits,  the  Federal  banking  agencies  now  require  commer- 
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rial  banks  to  disclose  holdings  of  aggregate  brokered  deposits  in 
their  call  reports. 

The  supervisory  concern  raised  by  deposit  brokering  alone  is  not 
unique  and  can  be  dealt  with  by  the  agencies.  However,  increased 
deposit  brokering  is  the  consequence  of  a  more  fundamental  defect 
in  our  present  system  of  deposit  insurance. 

For  instance,  fully  insured  brokered  funds  can  flow  to  weak 
banks  offering  higher  rates  and  increase  the  exposure  of  the  Feder- 
al deposit  insurance  funds,  and  since  large  depositors  are  provided 
full  insurance  coverage,  they  do  not  subject  banks  to  market  disci- 
pline. This  lack  of  market  discipline  puts  an  increased  burden  on 
the  regulators  to  limit  risk  taking  by  banks. 

Turning  to  some  proposed  solutions,  at  the  present  time  banks, 
brokers,  and  depositors  are  responding  rationally  to  the  incentives 
that  they  see  in  our  current  system  of  deposit  insurance.  Any  at- 
tempt to  restrict  brokering  or  differentiate  brokered  funds  from 
nonbrokered  funds  I  believe  will  be  largely  ineffective. 

For  this  reason,  1  am  not  in  favor  of  proposed  solutions  that  call 
for  brokers  to  register  with  or  report  to  the  FDIC  general  limita- 
tions on  the  amount  of  brokered  funds  held  by  banks,  or  adjusting 
insurance  coverage  for  brokered  funds.  In  the  near  term,  I  believe 
that  we  can  and  should  rely  on  our  supervisory  capabilities  to  deal 
with  problems  raised  by  deposit  brokering.  But  over  the  longer 
term,  we  must  develop  measures  to  reform  our  deposit  insurance 
system  so  it  stops  insulating  depository  institutions  from  market 
discipline. 

A  possible  approach  that  I  suggest  for  discussion  involves  three 
specific  changes  to  the  deposit  insurance  system.  First,  change  the 
procedures  so  that  uninsured  depositors  are  not  always  made  whole 
in  Government-assisted  mergers  for  failing  institutions. 

Second,  require  the  public  disclosure  of  more  information  about 
the  financial  condition  of  banks  and  thrift  institutions  so  that  large 
depositors  can  adequately  assess  the  risks  involved  in  depositing  at 
a  given  institution. 

Third,  limit  the  deposit  insurance  of  each  depositor  to  $100,000 
or  some  higher  amount  for  a  given  period  of  time,  such  as  3  years. 
This  would  prevent  brokers  from  being  able  to  offer  100  percent  in- 
surance to  large  depositors  since  only  the  first  $100,000  or  more  of 
each  depositor's  funds  would  be  insured  no  matter  where  the  funds 
are  deposited. 

Together,  these  changes  would  enlist  the  discipline  of  the  large 
depositor  to  supplement  that  provided  by  the  regulator.  Those  who 
reap  the  rewards  would  bear  the  risks,  instead  of  having  the  risk  of 
failure  shifted  to  the  insurance  fund.  The  result  would  be  a  step 
forward  in  deregulation  because  market  discipline  would  play  a 
more  vital  role  in  the  safety  and  soundness  of  the  system. 

I  appreciate  the  opportunity  to  comment  on  these  issues  and  I, 
too,  would  be  happy  to  answer  any  questions. 

Chairman  St  Germain.  Thank  you,  Mr.  Conover. 

[Letters  of  invitation  and  the  prepared  statement  of  Mr.  Conover 
follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Honorable  C  Todd  Conover 
Comptrollrr  of  thr  Cwrency 
*5fl  L-Enfmnt  Pita,  S.W. 
weihlngton,  D.C.  HJ219 

Dmr  Mr.  CoHHWl 

The  Sulicommitlee  on  Flmncial  InRltutlon*  S^iervljlon,  Regulation  end 
Iniurence  will  commence  heeriiup  on  September  II  on  the  prevUUm*  ol  HJt. 
mi,  the  Demmd  Deposit  Equity  Act  of   1913,  which  ■ 


Sincerely,       / 
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U.S.  HOUSE  OF  REPRESENTATIVES 


Honorable  C.  Todd  Conover 
Comptroller  of  the  Currency 
490  L'Enfent  Plus,  8.K. 
Washington,  D.C.   10111 

Dea*  Mr.  Conover! 

As  deposit  deregulation  proceeds,  Che  rala  of  third  pert}-  intermediaries  or 
"money  brokers"  appears  to  be  becoming  increasing!;  significant.  In  its 
deliberations  on  H.R.  3535,  the  Subcommittee  should  snow  more  about  sueh 
activities.  Therefore,  in  addition  to  your  testimony  on  H-fl.  3135  pursuant  to  my 
letter  of  September  IB,  19S3,  please  provide  the  Subcommittee  with  s  thorough 
discussion  of  public  risks  and  benefits  of  money  broker  activities  and  of  the 
regulatory  proposal  developed  by  your  agency  in  response  to  my  correspondence 
to  you  of  September  S,  1983. 
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STATEMENT  07  C.T.  C0N0VBR 

COMPTROLLER  0?  THE  CURRENCY 

BEFORE  THE 

SUBCOMMITTEE  ON  FINANCIAL   INSTITUTIONS  SUPERVISION, 

REGULATION  AND  INSURANCE 

OF  THE 

COMMITTEE  ON  BANKING,  FINANCE,  AND  URBAN  AFFAIRS 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

OCTOBER  27,  1983 


Mr.  Chairman  and  members  Of  the  Committee,  I  am  pleased  to 
present  my  views  on  several  subjects  tbst  you  are  considering! 
H.R.  1013,  which  authorises  the  payment  of  interest  on  reserves 
held  by  the  Federal  Reserve  System j  H.R.  3535  and  H.R.  3895, 
both  of  which  would  remove  the  prohibition  against  the  payment 
of  interest  on  demand  depositst  and  the  cola  of  deposit 
brokering  in  our  banking  system.  The  views  I  express  today  era 
my  own  and  not  necessarily  those  of  the  Administration. 

I  would  also  like  to  take  this  opportunity  to  present  my 
views  on  the  financial  reform  that  has  occurred  so  far  and  on 
the  challenge  all  of  us  face  in  completing  the  process. 
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In  particular,  I  believe  that  continued  deposit  deregulation 
without  allowing  banks  to  offer  expanded  financial  services 
will  be  both  disruptive  and  harmful  to  the  banking  industry  and 
the  general  public. 

INTEREST   OK    RESERVES 

H.R„  1013  would  require  the  Federal  Reserve  Banks  to  begin 
paying  a  market-determined  rate  of  interest  on  reserves  held 
agsinst  Honey  Market  Deposit  Accounts  snd  Super  NOW  accounta. 
The  bill  would  not  authorize  the  payment  of  interest  on 
reserves  held  against  other  types  of  accounts. 

I  strongly  support  the  payment  of  Interest  on  all  required 
reserves.   I  recognise  that  Interest  payments  on  reserves  would 
have  an  impact  on  federal  revenues.   But  requiring  depository 
institutions  to  hold  non-earning  reserves  at  the  Federal 
Reserve  Banks  represents  an  unfair  tax  on  these  Institutions. 
During  periods  of  high  interest  rates  this  tax  can  be 
especially  burdensome.  At  current  short-term  interest  rates, 
depository  institutions  will  give  up  approximately  $2  billion 
in  pretax  income  In  1983  as  a  result  of  reserve  requirements. 
the  magnitude  of  this  tax  is  evidenced  by  the  number  of  banks 
that  left  the  Federal  Reserve  System  prior  to  1980,  when 
reserve  requirements  were  mandatory  only  for  member  banks. 
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Thu  imposition  of  non-earning  reserve  requirement*  on 
transaction  accounts  and  certain  time  deposits  also  puts 
depository  institutions  at  a  competitive  disadvantage.   Money 
market  mutual  fundn,  which  also  offer  transaction  accounts, 
escape  reserve  requirements  by  use  of  zero-balance  checking 
accounts  at  depository  institutions.  And,  partially  as  a 
result  of  reserve  requirements  and  their  effect  on  bank  loan 
rates,  large  corporations  often  find  it  cheaper  to  borrow 
directly  in  the  commercial  paper  market  than  borrow  from 
al  banks. 


INTEREST  OS  DEKAKD  DEPOSITS 

The  Committee  has  before  It  two  bills  that  would  remove  the 
prohibition  against  payment  of  interest  on  demand  deposits, 
H.R.  3S3S  would  remove  those  prohibitions  immediately  and  would 
grant  thrift  institutions  unlimited  authority  to  accept  demand 

deposits. 

H.R.  3895  differs  in  two  Important  ways.   First,  it 
maintains  the  current  requirements  regarding  thrift 
institutions'  authority  to  accept  demand  deposits.  Second, 
payment  of  interest  on  demand  deposits  by  banks  would  be 
subject  to  rules  issued  by  the  Depository  Institutions 

Deregulation  Commit  lee. 
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I  support  Che  payment  of  interest  on  demand  deposits  held 
by  banks,  but  only  as  pact  of  comprehensive  financial  reform. 
The  prohibition  of  interest  on  desiand  dapoaits  is  one  of  the 
last  remaining  interest  rate  constraints  on  deposit  accounts. 
Removal  of  the  prohibition  is  s  logical  final  step  in 
deregulating  intereat  rate  ceilings,  providing  It  is  done  In 
conjunction  with  the  removal  of  product  and  geographic  barriers. 

In  addition,  interest  on  demand  deposits  would  benefit 
email  businesses.  Unlike  Individuals  and  other  noncorporate 
entities  who  nay  hold  NOK  accounts  and  Super  NOW  sccounts, 
businesses  do  not  have  access  to  interest-yielding  transaction 
accounts  at  banks.   And,  unlike  larger  firms,  small  firms  do 
not  frequently  utilize  the  sophisticated  cash  management 
services  that  would  enable  then  to  minimize  their 
non- interest -earning  balances. 

Finally,  authorising  Interest  on  demand  deposits  would 
remove  a  competitive  Inequity  between  depository  institutions 
and  money  market  mutual  funds  in  the  competition  for  corporate 
accounts.  Money  market  funds  can  now  provide  the  equivalent  of 
interest-bearing  dercand  deposit  accounts. 

While  I  support  the  payment  of  interest  on  demand  deposits, 
such  an  action  should  be  taken  only  as  part  of  a  more 
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comprehensive  sat  of  Measures  to  refora  our  financial  syttaa. 

Therefore,    I   cannot   support  passage  of  either   H.R.    3535  or   U.K. 
3895  as  stand-alone  legislation. 

COMPREHENSIVE    REFORM    IS    WEEDED 

Continuation  of  piecemeal  deregulation  would  be  a  eerioua 
mistake,  partial  deregulation  baa  already  disrupted  banks' 
balance  sheets,  raiaed  costs  without  granting  authority  to  find 
new  income  sources,  and  resulted  in  regulatory  disparities 
between  different  types  of  institutions  that  provide  slsillar 


Permitting  commercial  banks  to  pay  Interest  on  demand 
deposits  without  expanding  their  ability  to  generate  new 
sources  of  income  would  continue  an  unbalanced  approach  to 
deregulation  of  the  commercial  banking  system.   Banks  need 
additional  product  flexibility  because  the  Increase  in  the  cost 
of  funds  associated  with  paying  market  rates  for  deposits  has 
put  pressure  on  their  interest  rate  margins. 

As  a  result,  banks  are  in  the  process  of  reevaluating  their 
current  business  operations.   Branching  networks  are  under 
scrutiny,  fees  are  being  raised  and  unprofitable  accounts 
eliminated.   If  we  continue  to  deregulate  bank  liabilities  but 
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give  banks  no  additional  flexibility  to  offset  these  added 
costs,  I  fear  that  banks  will  be  unable  to  maintain  their 
traditional  level  of  services. 

Moreover,  I  do  not  believe  that  the  payment  of  interest  on 
reserves  and  authorization  to  pay  interest  on  demand  deposits 
should,  as  some  have  suggested,  be  viewed  as  offsetting 
Measures  ••  one  increasing  bank  income,  the  other  increasing 
costs.   The  payment  of  interest  on  reserves  would  certainly 
benefit  banks,  but  it  does  not  address  the  fundamentally 
unbalanced  approach  of  deregulation  to  date. 

Similarly,  it  would  be  a  mistake  to  grant  thrift 
Institutions  authority  to  accept  demand  deposits  without 
removing  the  differences  in  the  legal  framework  governing 
commercial  banks  and  thrifts.   The  more  similarities  that  exist 
between  the  product  lines  that  banks  and  thrifts  can  offer,  the 
more  important  it  becomes  to  equalize  their  regulatory 
treatment.   Elimination  of  disparities  in  capital  requirements, 
tax  treatment,  geographic  restrictions,  and  the  ability  to 
expand  into  new  lines  of  business  should  be  part  of  any 
financial  reform. 

Few  can  seriously  question  the  importance  of  the 
deregulation  that  has  occurred  thus  far.   But  the  success  of 
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this  deregulation  makes  further  rctortn  all  the  mote  important. 
New  product  powers  will  enhance  the  ability  of  institutions  to 
compete  and  thus  the  public  will  benefit.   For  example,  banks' 
ability  to  offer  cash  management  services  to  small  business 
would  be  improved  if  interest-bearing  demand  deposits  could  be 
complemented  with  mutual  fund  services.   In  fact,  banking 
offices  that  are  unprofitable  today  may  become  profitable  if 
they  can  also  be  used  as  an  outlet  for  other  financial  products 
such  as  insurance,  real  estate,  and  securities  brokering, 

DEPOSIT  BROKERIHG 


t  would  like  now  to  comment  on  deposit  brokering,  an  issue 
that  has  received  considerable  attention  over  the  past  IS 
months,  particularly  in  regard  to  the  activities  of  brokers  in 
failed  banks.   In  considering  any  problems  associated  with  such 

activities,  it  is  important  to  remember  that  deposit  brokering, 
like  many  other  types  of  brokering,  performs  a  valuable 


Deposit  brokering  can  be  an  efficient  means  for 
institutions  to  attract  deposits.   In  fact,  large  Institutions 
have  used  brokers  for  years  to  attract  large  deposits  both  In 
the  U.S.  and  overseas.   Moreover,  as  margins  are  increasingly 
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squeezed  by  interest  rate  deregulation,  the  cost  of  gathering 
retail  deposits  through  brick -end -nortar  branches  may  become 
prohibitive.  Collecting  bono  deposits  through  brokers  Is  a 
viable  and  rational  alternative. 

Por  depositorsi  brokers  serve  to  expand  the  available 
deposit  options,  without  brokers,  customers  would  have 
convenient  access  only  to  Institutions  serving  their  local 
market  area,  which,  due  to  geographic  constraints  that  restrict 
competition,  are  often  limited  in  number. 

While  the  activities  of  deposit  brokers  have  long  been  of 
some  concern  to  the  Congress  and  the  agencies,  the  issue  took 
on  Increased  importance  with  the  failure  of  Fenn  Square  Bank, 
N.A.  in  July  1982.  The  bank  was  funded  with  a  significant 
amount  of  brokered  deposits,  which  were  largely  uninsured  and 
resulted  in  losses  to  many  depositors. 

Ironically,  the  Penn  Square  Eank  failure  caused  the  nature 
of  the  problem  to  change.   Now,  the  activities  of  some  brokers 
are  centered  around  providing  large  depositors  with  complete 
insurance  coverage  by  dividing  their  deposits  into  units  of 
$100,000  placed  in  several  institutions.   Thus  the  concern  has 
shifted  from  the  risk  to  the  uninsured  depositors  toward  the 
implications  of  Institutions  being  able  to  attract  large 
amounts  of  fully  insured  funds. 
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Dag  of  Broker*  Raises  Supervisory  Concerns 

while  the  benefits  of  deposit  brokering  are  substantial, 
there  ace  legitimate  supervisory  concerns,  roc  exaaple,  whan  a 
bank  experiencing  liquidity  problems  can  turn  to  brokered  funds 
cathec  than  borrow  from  its  Federal  Reserve  Bank,  supervisory 
detection  of  problems  is  hampered.  Moreover,  the  us*  of 
brokeced  funds  can  enable  a  bank  to  undergo  sudden,  rapid 
growth.   Whether  this  Is  a  problem,  of  course,  depends  not  en 
the  cole  of  the  broker  but  -on  how  the  funds  are  put  to  use.   If 
a  bank  is  imprudently  managed,  chancea  are  that  sudden  growth 
will  ceflect  increased  risk.   In  short,  one  negative  effect  of 
brokeced  funds  is  to  enable  small  problem  banks  to  quickly 
become  larger  problea  banks.   On  the  othac  hand,  brokered  funds 
could  be  of  substantial  assistance  in  relieving  a  liquidity 


There  are  steps  that  can  be  taken  to  alleviate  these 
supervisory  problems  presented  by  deposit  brokering.   Ke  ace 
placing  emphasis  on  these  deposits  during  the  examination 
pcocess.   Restrictions  on  the  use  of  bcokeced  funds  may  be 
imposed  on  banks  subject  to  special  supervisory  attention.  The 
federal  banking  agencies  have  already  begun  requiring  that 
:ial  banks  disclose  holdings  of  aggregate  brokered 
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deposits  in  their  periodic  call  reports.   Information  was 
collected  on  the  total  amount  of  brokered  deposits  beginning 
with  the  September  30,  1903  call  report.   Further  detail  will 
be  collected  on  the  ar.ount  of  retail  brokered  deposits 
beginning  with  the  Match  31,  1984  call  report.   This 
information  will  assist  each  agency  In  detecting  trends  in  the 
use  of  brokered  deposits. 

Brokers  Raise  FDIC  Liability  and  Feduce  Market  Discipline 

The  supervisory  issues  raised  by  deposit  brokering  are  not 
unique  snd  can  be  dealt  with  by  the  agencies.  However,  the 
increased  use  of  brokered  funds  is  the  consequence  Of  a  major 
defect  in  our  present  system  of  deposit  insurance.  More 
specifically,  two  fundamental  problems  are  raised  when  brokers 
attempt  to  provide  large  depositors  with  complete  Insurance 
coverage  by  placing  funds  in  3100,000  amounts  in  several 
different  institutions. 


First,  the  exposure  of  the  federal  deposit  Insurance  funds 
is  increased.  This  is  particularly  true  when  these  fully 
Insured  brokered  funds  flow  to  weak  banks  offering  higher  rates. 

Second,  when  large  depositors  can  obtain  full  insurance 
coverage,  banks  are  not  subjected  to  the  market  discipline  that 
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night  otherwise  be  provided  by  such  depositors,  when 
depositors  can  place  funds  with  institutions  solely  on  the 
basis  of  yield  without  regard  to  the  riskiness  of  the 
institutions,  bank  managers  escape  the  scrutiny  of  the 
marketplace.  This  puts  an  increased  burden  on  the  regulators 
to  limit  risk-taking  by  banks  and  hinders  the  achievement  of 
what  I  believe  to  be  an  important  public  policy  goal: 
increased  market  discipline. 

Possible  Solutions 

Banks,  brokers,  and  depositors  are  responding  rationally  to 
the  incentives  in  our  current  system  of  deposit  insurance.  Any 
attempt  to  restrict  brokering  or  differentiate  brokered  funds 
from  nonbrokered  funds  will  be  largely  ineffective,  because  the 
incentive  to  split  deposits  into  $100,000  units  would  encourage 
the  development  of  near -brokering  services  that  would  not  fall 
within  the  chosen  legal  definition  of  deposit  brokering.  For 
this  reason,  I  am  not  in  favor  of  proposed  solutions  that  call 
for  brokers  to  register  with  or  report  to  the  PDIC,  general 
limitations  on  the  amount  of  brokered  funds  that  banks  may 
hold,  or  adjusting  insurance  coverage  for  brokered  funds. 

In  the  near  term,  I  believe  that  we  can  and  should  rely  on 
out  supervisory  capabilities  to  deal  with  problems  raised  by 


,vGoogIe 


deposit  brokering.   Increased  reliance  on  examination!  and 
reporting  of  brokered  funds  should  be  adequate  to  monitor  and 
control,  on  a  case-by-case  basis,  the  use  of  brokered  funds  by 
individual  institutions. 

Over  the  longer  tern,  the  regulatoty  agencies,  the 
Administration,  and  the  Congress  must  develop  measures  to 
reform  our  deposit  insurance  system  to  prevent  it  from 
insulating  depository  institutions  from  market  discipline. 
Workable  solutions  are  difficult  to  develop  so  long  as  our 
insurance  system  allows  large  depositors  to  obtain  full 
insurance  coverage  by  splitting  up  their  funds  into  $100,000 


One  possible  approach  that  I  suggest  for  discussion 
involves  three  specific  changes  to  the  deposit  insurance  system 

o    First,  change  the  procedures  so  that  uninsured 
depositors  are  not  always  made  whole  in 
government-assisted  mergers  of  failed  or  failing 
institutions. 

o    Second,  require  public  disclosure  of  more  Information 
about  the  financial  condition  of  banks  and  thrift 
institutions,  so  that  large  depositors  can  adequately 
assess  the  risks  involved  in  depositing  at  a  given 

institution. 
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o    Third,  limit  the  deposit  Insurance  of  each  depositor 
to  $100,000  or  some  higher  amount  for  a  given  period 
of  tine,  such  as  three  years.  This  would  prevent 
brokers  from  being  able  to  offer  100  percent  Insurance 
to  large  depositors,  since  only  the  first  1100,000  or 
■ore  of  each  depositor's  funds  would  be  insured,  no 
natter  where  the  funds  are  deposited. 

Together,  these  changes  would  enlist  the  discipline  of  the 
large  depositor  to  supplement  that  provided  by  the  regulators. 
Depositors  would  still  have  an  Incentive  to  use  deposit  brokers 
to  diversify  their  risk.   Concerns  over  possible  runs  on  weak 
institutions  would  be  allayed  because  the  many  small  depositors 
would  not  be  affected  by  these  changes.   Finally,  it  would  near 
that  those  who  reap  the  rewards  would  bear  the  risks,  instead 
of  having  the  risk  of  failure  shifted  to  the  insurance  fund. 
The  result  would  be  a  step  forward  In  deregulation  because 
market  discipline  would  play  a  more  vital  role  in  the  safety 
and  soundness  of  the  system. 


I  appreciate  the  opportunity  to  comment  on  these  issues. 
The  congress  Faces  an  important  challenge  in  completing  the 
task  of  deregulating  the  depository  industry.  I  would  be  happy 
to  assist  you  in  any  way  I  can  in  your  consideration  of  these 
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Chairman  St  Germain.  Now  we  hear  from  Mr.  Callahan,  Chair- 
man, National  Credit  Union  Administration. 

We  will  place  your  entire  statement  in  the  record.  You  may  pro- 
ceed. 

STATEMENT  OF  HON.  EDGAR  F.  CALLAHAN,  CHAIRMAN, 
NATIONAL  CREDIT  UNION  ADMINISTRATION 

Mr.  Callahan.  Mr.  Chairman  and  members  of  the  subcommit- 
tee, I  am  pleased  to  be  here  to  share  with  you  my  views  on  two 
issues  of  vital  importance  to  credit  unions  and  other  financial  insti- 
tutions. 

Your  bill,  H.R.  3535,  would  remove  the  prohibition  on  the  pay- 
ment of  interest  on  demand  deposits,  end  the  prohibition  on  busi- 
ness NOW  accounts,  and  make  certain  corrections  to  the  present 
credit  union  share  draft  authority. 

I  view  this  legislation  as  a  very  positive  step  in  bringing  the 
benefits  of  interest-bearing  transaction  accounts  to  small  business- 
es and  to  those  depositors  with  smaller  balance  accounts. 

As  you  know,  Mr.  Chairman,  Federal  credit  unions  now  have  17 
months'  experience  in  operating  with  no  restrictions  on  their  share 
draft  accounts  and  their  share  accounts.  The  terms  and  conditions 
of  these  accounts  are  determined  by  each  credit  union's  board  of 
directors.  The  results  of  this  experience  have  been  very  positive. 

At  present  there  are  over  4,600  federally  insured  credit  unions 
offering  share  drafts  to  their  members.  There  is  approximately  $5.6 
billion  in  these  accounts. 

The  amendment  to  section  205(6Xf>  of  the  Federal  Credit  Union 
Act  would  clarify  our  share  draft  authority  as  follows:  Credit 
unions  generally  would  continue  to  offer  share  drafts  only  to  their 
members  except  that  low-income  credit  unions  would  be  authorized 
to  offer  share  drafts  to  all  nonmember  accounts. 

I  would  further  suggest  that  the  share  draft  authority  be  ex- 
tended to  the  sponsoring  organization  of  credit  unions  and  to  any 
business  which  might  be  owned  by  any  member  of  the  credit  union 

Our  own  staff  is  still  in  the  process  of  deciding  whether  these 
proposals  would  require  legislative  change  or  might  be  accom- 
plished through  regulation. 

If  it  is  concluded  that  amendments  to  the  Federal  Credit  Union 
Act  are  necessary,  we  will  prepare  the  appropriate  language  and 
submit  it  to  you  as  quickly  as  possible. 

Turning  to  the  money  broker  issue,  Mr.  Chairman,  I  believe  your 
concerns  on  this  issue  are  well  founded  and  that  these  hearings 
will  be  useful  not  only  in  providing  the  proper  forum  in  which  to 
attempt  to  find  Federal  solutions,  but  also  to  heighten  the  aware- 
ness level  of  all  financial  institutions  concerning  the  magnitude 
and  scope  of  money  broker  activities. 

I  appreciate  being  asked  to  participate  in  your  evaluation  of  this 
important  matter  and  to  work  with  you  in  developing  an  appropri- 
ate response. 

The  failure  of  the  Penn  Square  Bank  certainly  demonstrated  the 
vulnerability  of  investors  with  deposits  in  excess  of  the  insurance 
limit  and  revealed  the  magnitude  of  the  operations  of  money  bro- 
kers in  influencing  the  deposit  flows  to  certain  institutions. 
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There  were  139  federally  insured  credit  unions  with  uninsured 
deposits  in  Penn  Square  totaling  $111.5  million.  Almost  all  of  these 
credit  unions  indicated  that  they  became  aware  of  the  Penn  Square 
CD  offering  through  brokers. 

The  vast  majority  of  these  credit  unions  were  able  to  absorb 
their  Penn  Square  losses  through  their  operating  income.  Never* 
theless,  we  can  attribute  the  merger  of  one  large  credit  union  to 
problems  associated  with  Penn  Square  and  we  continue  to  work 
with  a  small  number  of  other  credit  unions  to  improve  their  finan- 
cial condition. 

While  the  problems  associated  with  brokered  funds  are  becoming 
clear,  the  solutions  are  not  as  readily  discernible.  Any  solution  in- 
volving changes  to  credit  union  operations  would  probably  have  to 
focus  on  the  placing  of  funds,  rather  than  on  the  receiving.  This  is 
because,  by  nature,  credit  union  shares  are  effectively  limited  to 
their  members.  Therefore,  the  use  of  brokers  to  raise  funds  is  quite 
isolated. 

A  more  promising  approach  to  the  problems  associated  with 
money  brokers  would  seem  to  lie  in  the  areas  of  insurance  changes 
or  in  monitoring  and  possibly  limiting  the  receipt  of  deposits 
through  brokers.  I  certainly  endorse  the  proposals  of  my  fellow  reg- 
ulators to  both  monitor  and  collect  information  on  the  amount  of 
brokered  deposits  received  by  banks,  and  to  possibly  restrict  ailing 
banks  from  using  money  brokers  to  attract  funds. 

Last,  Mr.  Chairman,  the  NCUA  Board  on  October  4  requested 
comments  on  a  proposed  rule  on  credit  union  investments  and  de- 
posits. We  included  in  this  proposed  rule  a  request  for  comments 
on  the  credit  union  use  of  money  brokers  and  the  extent,  if  any,  to 
which  the  National  Credit  Union  Administration  should  regulate 
Federal  credit  union  involvement  in  such  activity. 

The  comment  period  does  extend  until  December  15,  1983,  and  I 
would,  of  course,  be  happy  to  provide  the  subcommittee  with  the 
results  at  that  time. 

I  shall  be  pleased  to  respond  to  any  questions  you  or  the  mem- 
bers of  the  subcommittee  may  have. 

Thank  you. 

[Letters  of  invitation  and  the  prepared  statement  of  Mr.  Calla- 
han on  behalf  of  the  National  Credit  Union  Administration  follow:] 
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U.S.  HOUSE  OF  REPRESENTATIVES 
SWOOMmTTEZ  OH  FINANCIAL  mtTITUTIWH 
SUHMIHON.  Hf  GULATION  AND  MHUMHCE 


National  Credit  Union  Administration 
20V  M  Street,  N.W. 
Washington,  D.C.  »W6 


The  Subcommittee  en  Financial  Institutions  Supervision,  Regulation  aid 
Insurance  will  commence  hearing)  on  September  21  on  tha  provisione  of  HJL 
3535,  tha  Demand  Deposit  Equity  Act  of  1983,  which  would  authorize  the 
payment  el  Intent  of  all  checking  account*. 

Ai  you  know,  nationwide  NOW  accounts  were  created  in  the  9Mh 
Congress.  However,  authority  to  extend  NOV  accounts  In  businesses  and 
corporations  has  been  questioned,  and  In  June  the  Depository  Institutions 
Deregulation  Committee  asked  the  Congresa  to  specifically  authorize  offering 
Interest  bearing  demand  deposit  accounts  to  all  customers  Including  businesses, 
unclosed  for  your  Information  is  a  copy  of  the  floor  statement  1  gave  when  I 
Introduced  H.R.  3533  last  month.  Also  enclosed  la  a  copy  of  she  statement  I 
r.  wylle  and  I  introduced  the  Administration's  interest 


sufficient  time  for  questioning.  Your  prcpart 
'  to  all  Members  of  tbe  Subcommittee  In  advasv 
uded  in  its  entirety  In  the  hearing  record. 


^C^^f^e/^J_ 


id  3.  St  Germain 
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U.S.  HOUSE  OF  REPRESENTATIVES 


September  23,  1M3 


National  Credit  Union  Administration 
2015  M  Street,  N.w. 

Washing-ton,  D.C.    20456 
Dear  Mr.  Chair  man; 


1   H.R.  3333,  1 

activities.  Therefore,  in  addition  to  your  testimony  on  H.R.  3535  pursuant  to  my 
latter  or  September  18,  1933,  please  provide  the  Subcommittee  with  a  thorough 
discussion  of  public  risks  and  benefits  of  money  broker  activities  and  of  the 
regulatory  proposal  developed  by  your  agency  In  response  to  my  correspondence 
to  you  of  September  3,  1933. 
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edcah  p.  taami 


NUICML  CREDIT   DNIOH  ADMIN ISTXAXION 


QUDCOHMITTBE  OT  FIHAHCIAL   INSTITUTION  SUWEVISION, 


(V  THE 

CMmB  ON  BANKING,  FINANCE  AMD  0HBAS  AFFAIRS 

HOUSE  OF  REPRESENTATIVES 


OCTOBER  27,  1983 
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Mr.  Chairman  and  members  of  the  Subcommittee,  I  am  pleased 
to  be  here  today  to  share  with  you  my  views  on  two  issues  of 
vital  importance  to  credit  unions  and  other  financial 
institutions. 

First,  I  want  to  commend  yon,  Mr.  Chairman,  for  scheduling 
this  hearing  on  legislation  to  authorize  depository  institutions 
to  offer  interest  bearing  demand  deposits  to  businesses  and 
commercial  customers  (B.R.  3535  and  fl.R.  3895) ,  and  to  solicit 
our  thoughts  on  the  activities  of  money  brokers.   It  is 
gratifying  that  the  Congress,  through  your  leadership,  is 
exploring  these  subjects  In  order  to  develop  workable  and 
effective  legislative  and  regulatory  responses. 

Tour  bill,  (H.R.  3535),  would  remove  the  prohibition  on  the 
payment  of  interest  on  demand  deposits,  end  the  prohibition  on 
business  HOW  accounts,  and  make  certain  corrections  to  the 
present  credit  union  share  draft  authority. 

I  view  this  legislation  as  a  very  positive  step  in  bringing 
the  benefits  of  interest  bearing  transaction  accounts  to  small 
businesses  and  to  those  depositors  with  smaller  balance 
accounts.  As  you  know,  Mr.  Chairman,  Federal  credit  unions  now 
have  17  months  experience  in  operating  with  no  restrictions  on 
their  share  draft  accounts  and  their  share  accounts.   The  terms 
and  conditions  of  these  accounts  are  determined  by  each  credit 
union's  board  of  directors.   The  results  of  this  experience  have 
been  very  positive. 

During  the  first  six  months  of  this  year,  savings  at 
federally  insured  credit  unions  increased  22.61  over  the  previous 
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year  to  $71.6  billion;  assets  reached  $78.1  billion  which 
represents  an  increase  of  21.0*;  loans  outstanding  grew  a  healthy 
8.1%  to  $44.9  billion)  and,  finally,  wo  saw  a  significant 
decrease  in  the  number  of  liquidations.   For  credit  unions,  tha 
type  of  atmosphere  represented  by  your  bill  haa  been  both 
beneficial  to  the  individuals  as  well  as  the  institutions. 

For  your  information.  Hi.  Chairman,  tha  share  draft  program 
continues  to  bring  great  benefits  to  credit  union  members.  This 
program,  which  you  and  the  members  of  your  Subcommittee  were 
instrumental  in  saving,  continues  to  grow  as  mora  and  more  credit 
unions  offer  their  members  convenient  access  to  their  ssvings,  a 
detailed  record  of  tha  transactions  made,  and  tha  cost  savings  of 
truncation.  At  present  there  are  over  4,600  federally  insured 
credit  unions  offering  share  drafts  to  their  members.  There  is 
approximately  $5.6  billion  in  these  accounts. 

As  a  member  of  the  DIOC,  I  have  consistently  favored  an 
approach  which  would  most  quickly  remove  unnecessary  restrictions 
on  our  financial  institutions.  This  is  conditioned,  of  course, 
by  safety  and  soundness  considerations,  with  respect  to  the 
temporary  retention  of  a  ceiling  on  transaction  accounts  of 
52,500  or  less,  as  contained  in  h.r.  3895,  certain  concerns  have 
been  raised  by  my  fellow  regulators  and  I  would  defer  to  their 
judgment  as  to  how  seriously  the  sudden  removal  of  this 
limitation  would  affect  the  institutions  under  their 
jurisdiction. 

The  amendment  to  Section  205(F)  of  the  Federal  Credit  Union 
Act  would  clarify  our  share  draft  authority  as  follows:  credit 
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unions  generally  would  continue  to  offer  share  drafts  only  to 
their  members  except  that  low  income  credit  unions  (which  are 
allowed  to  have  non-member  accounts  under  Section  101  (12  IJ.S.C. 
Si-751)  would  be  authorized  to  offer  share  drafts  to  all  such  non- 
member  accounts.   This  is  a  good  step,  Mr.  Chairman,  and  I  would 
propose  that  we  consider  going  a  little  further  in  this 
direction. 

I  would  first  suggest  that  the  share  draft  authority  be 
extended  to  the  sponsoring  organization  of  credit  unions.  With 
this  change,  a  credit  union  serving  a  small  company,  for  example, 
could  provide  share  draft  services  for  the  company  itself.   The 
Becond  proposal  would  extend  the  share  draft  authority  to  any 
business  which  might  be  owned  by  any  member  of  the  credit 
union.   This  would  simply  extend  another  benefit  of  the  credit 
union  to  its  members  and  would  be  consistent  with  credit  union 
principles. 

Our  own  staff>  at  this  point,  is  still  in  the  process  of 
deciding  whether  these  proposals  would  require  legislative  change 
or  might  be  accomplished  through  regulation.  He  are  exploring 
this  concern  now  and  will  ba  happy  to  discuss  it  with  you  and 
your  staff.  If  it  is  concluded  that  amendments  to  the  Federal 
Credit  Union  Act  are  necessary,  we  will  prepare  the  appropriate 
language  and  submit  it  to  you  as  quickly  as  possible. 

Turning  to  the  money  broker  issue,  Mr.  Chairman,  I  believe 
your  concerns  on  this  issue  are  well-founded  and  that  these  ' 
hearings  will  be  useful  not  only  in  providing  the  proper  forum  in 
which  to  attempt  to  find  federal  solutions,  but  also  to  heighten 
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the  awareness  level  of  all  financial  institutions  concerning  the 
magnitude  and  scope  of  noney  broker  activities.   I  appreciate 
being  asked  to  participate  in  your  evaluation  of  this  important 
matter  and  to  work  with  you  in  developing  an  appropriate 
response.   I  also  want  to  offer  ay  full' cooperation  and  that  of 
ay  agency  to  ay  fellow  regulators  as  they  wrestle  with  the 
problem. 

The  failure  of  the  Penn  Square  Bank  certainly  demonstrated 
the  vulnerability  of  investors  with  deposits  in  excess  of  the 
insurance  Halt  and  revealed  the  Magnitude  of  the  operations  of 
money  brokers  in  influencing  the  deposit  flows  to  certain 
institutions.  There  ware  139  federally  insured  credit  unions 
with  uninsured  deposits  in  Penn  Square  totalling  $111.5 
Billion.   Almost  all  of  these  credit  unions  indicated  that  they 
became  aware  of  the  Penn  Square  CD  offering  through  brokers.  The 
vast  majority  of  these  credit  unions  were  able  to  absorb  thair 
Penn  Square  losses  through  their  operating  incoae.  Nevertheless, 
wa  can  attribute  the  aerger  of  one  large  credit  union  to  problems 
associated  with  Penn  Square  and  we  continue  to  work  with  a  small 
number  of  other  credit  unions  to  improve  their  financial 
condition. 

It  is  ironici  Mr.  Chairman,  that  the  recent  money  broker 
activities  are  of  such  a  nature  as  to  appear  to  offer  a  solution 
to  one  of  the  problems  associated  with  Penn  Square  -  naaaly 
uninsured  deposits.   When  Penn  Square  failed,  concern  was  voiced 
over  the  fact  that  institutions  had  left  themselves  vulnerable  by 
having  large  uninsured  deposits.   The  suggestion  of  investment 
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diversification  was  mentioned  often.  The  stage  was  set  for  some 
rethinking  in  the  CD  market.  A  recent  trend  has  been  to  limit 
deposits  in  any  single  institution  to  $100,000)  or  to  only  place 
larger  deposits  in  the  larger  institutions  on  the  theory  that 
they  would  be  the  least  likely  to  fail,  or  to  be  permitted  to 
fail. 

Unfortunately,  potential  market  discipline  is  removed,  and, 
in  the  case  of  shifting  funds  to  larger  banks,  the  cost  of  funds 
for  smaller  banks  could  be  adversely  affected.  Further,  as  the 
Chairman  of  FDIC  points  out,  the  risk  to  the  FDIC  Is  increased 
considerably  when  all  bank  deposits  become  insured.  Conversely, 
as  the  FDIC  liability  for  credit  union  bank  deposits  Increases, 
the  risk  to  both  credit  unions  and  the  HCUA  Share  Insurance  Fund 
is  reduced.  From  a  narrow  credit  union  perspective,  the  current 
broker  practices  could  be  viewed  as  extremely  beneficial  in  that 
rate  is  maximized  while  risk  is  minimized.  Yet  this  perspective 
may  be  short-sighted  in  that  it  overlooks  the  negative  impact  of 
effectively  removing  responsibility  for  investment  decisions  and 
that  of  reducing  discipline  in  the  overall  market,  while 
impossible  to  measure,  this  loss  of  discipline  in  the  investment 
decision-making  process  can  not  contribute  to  the  overall  health 
of  any  financial  institution. 

While  the  problems  associated  with  brokered  funds  are 
becoming  clear,  the  solutions  are  not  as  readily  discernable. 
Any  solution  involving  changes  to  credit  union  operations  would 
probably  have  to  focus  on  the  placing  of  funds,  lather  than  on 
the  receiving.   This  is  because  by  nature,  credit  union  shares 
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ace  effectively  Halted  to  their  members.   Therefore,  the  use  of 
brokers  to  raise  funds  is  quite  isolated.  Thua  far.  our  ideas  to 
influence  the  flow  of  credit  union  funds  through  brokers  have 
been  counterproductive.   The  collection  Of  information,  for 
example,  on  the  amount  of  insured  deposits  placed  through  money 
brokers  does  not  appear  to  lend  itself  to  any  positive  regulatory 
action.   Nor  does  information  on  brokered  deposits,  insured  or 
uninauredi  in  institutions  with  healthy  financial  condition 
reports.   What  does  natter,  of  course,  is  that  credit  unions 
continue  to  ascertain  financial  condition  prior  to  investing.  As 
a  credit  union  regulator,  I  intend  to  encourage  a  continuation  of 
this  practice. 

ft  more  promising  approach  to  the  problems  associated  with 
money  brokers  would  sees)  to  lie  In  the  areaa  of  insurance  changes 
or  in  Monitoring  and  possibly  limiting  the  receipt  of  deposits 
through  brokers.  I  certainly  endorse  the  proposals  of  ay  fellow 
regulators  to  both  monitor  and  collect  information  on  the  amount 
of  brokered  deposits  received  by  banks,  and  to  possibly  restrict 
ailing  banks  from  using  money  brokers  to  attract  funds. 

Further,  I  believe  an  exploration  ought  to  be  made  of  the 
possiblity  of  Modifying  the  insurance  coverage  of  brokered  funds 
in  some  manner.  I  realize,  however,  that  this  type  option  raisaa 
difficult  and  complicated  issues  and  could,  for  example,  involve 
potentially  serious  questions  regarding  the  public  perception  of' 
Insurance  coverage. 

Lastly,  Mr.  Chairman,  the  NCUA  Board  on  October  4  requested 
comments  on  a  proposed  rule  on  credit  union  investments  and 
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deposits.  We  included  In  this  proposed  rule  a  request  for 
comments  on  the  credit  union  use  of  money  brokers  and  the  extent, 
if  any,  to  which  the  National  Credit  Union  Administration  should 
regulate  Federal  credit  union  involvement  in  such  activity.  The 
comment  period  does  extend  until  December  15,  1993,  and  I  would, 
of  course,  be  happy  to  provide  the  Subcommittee  with  the  results 
at  that  tine. 

Once  again,  let  me  thank  you  and  the  members  of  the 
Subcommittee  for  the  opportunity  to  be  here  and  reiterate  ay 
willingness  to  work  with  you  on  both  the  demand  deposit 
legislation  and  the  money  broker  issue.   I  shall  be  pleased  to 
respond  to  any  questions  you  or  the  members  of  the  Subcommittee 
may  have. 

Chairman  St  Germain.  Thank  you,  Mr.  Callahan. 
Now,  in  your  statement,  Mr.  Comptroller,  and  you  say: 

In  the  near  term,  I  believe  that  we  can  and  should  rely  on  our  supervisory  capa- 
bilities to  deal  with  problems  raised  by  deposit  brokering.  Increased  reliance  on  ex- 
aminations and  reporting  of  brokered  funds  should  be  adequate  to  monitor  and  con- 
trol on  a  case-by-case  basis  the  use  of  brokered  funds  by  individual  institutions. 

Then  you  go  over  to  the  longer  term. 

Now,  let's  talk  about  your  predecessors,  Mr.  Conover.  What  did 
they  do  in  the  near  term?  Did  they  not  do  this  monitoring  that  you 
say  you  have  the  capability  to  do  at  this  time;  that  is,  that  in- 
creased reliance  on  examinations  and  reporting  of  brokered  funds 
should  be  adequate  to  monitoring  control? 

Mr.  Conover.  Mr.  Chairman,  we  will  be  getting  information  on 
aggregate  brokered  funds  for  the  first  time  with  the  September  30 
call  report.  The  information  has  not  been  available  on  a  regular 
basis. 

Chairman  St  Germain.  It  hasn't  been  asked  for  before. 

Mr.  Conover.  Well,  that  may  certainly  be  true. 

Chairman  St  Germain.  That  is  why  it  wasn't  available,  right? 

Mr.  Conover.  That  is  true.  But  it  will  be  forthcoming  as  of  this 
September  30  call  report. 

Chairman  St  Germain.  But  in  essence,  what  you  are  implying  is 
that  your  predecessors  were  a  little  negligent  in  not  having  re- 
quired this  in  the  past.  Penn  Square  was  not  the  first  instance.  The 
first  instance  occurred  in  1964. 

Mr.  Conover.  Well,  I  don't  think  it  is  appropriate  for  me  to 
blame  anything  on  my  predecessors.  I  have  no  comment  on  that. 

Chairman  St  Germain.  Mr.  Callahan,  have  you  asked  Chairman 
Isaac,  Chairman  Gray,  and  their  staff,  to  share  with  NCUA  infor- 
mation about  those  institutions  that  credit  unions  should  be  careful 
about  investing  in  or  should  not  be  investing  in  at  all? 
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Mr.  Callahan.  Mr.  Chairman,  our  staff  has  been  working  very 
closely  with  the  appropriate  staff  members  at  the  FSLIC  and  FDIC 
on  this  subject.  As  recently  as  this  past  week,  when  there  was 
great  concern  over  the  Midland  Bank,  for  example,  we  were  in 
very  close  touch  with  the  FDIC  on  happenings  down  there  with 
their  handling  of  that  problem  institution. 

I  would  have  to  applaud  my  coregulators  for  their  cooperation 
with  us  on  what  has  become  a  very  sensitive  area  for  us,  as  you 
well  know. 

Chairman  St  Germain.  They  are  cooperating.  As  you  stated  in 
your  presentation,  we  are  well  aware  of  the  fact  that  when  it 
comes  to  credit  unions,  as  far  as  money  brokers  are  concerned,  the 
primary  concern  is  with  those  credit  unions  that  are  investing 
their  funds  through  money  brokers  rather  than  those  that  are  ac- 
quiring funds. 

Mr.  Barnard.  Mr.  Chairman,  would  you  yield  for  a  clarification? 

Are  you  asking  Mr.  Callahan  whether  or  not  he  gets  a  list  of 
those  banks 

Chairman  St  Germain.  I  am  going  to  get  around  to  that. 

Now,  I  want  to  repeat  my  question,  as  my  colleague  has  suggest- 
ed. And  that  is,  if  you  are  not  doing  it  now,  would  you  consider 
asking  Mr.  Isaac  and  Mr.  Gray  to  share  with  NCUA,  information 
about  these  problem  institutions,  and  where  there  should  be  cau- 
tion about  investing  broker  funds? 

Mr.  Callahan.  Actually  I  look  forward  to  Mr.  Gray — Mr.  Gray 
and  I  discussed  this  briefly  before  the  session  was  convened  today- 
sitting  down  and  working  out  a  method  of  communicating  on  thin 
delicate  subject.  I  have  received  nothing  but  cooperation  in  the 
past. 

What  I  think  I  sense  you  are  suggesting,  and  I  think  I  agree 
with,  is  a  formalizing  of  a  procedure  that  we  might  well  use,  that 
would  enable  us  to  more  closely  monitor  the  credit  unions  that 
may  be  imprudently  investing  their  funds. 

Chairman  St  Germain.  Mr.  Callahan,  years  ago  I  was  concerned 
about  what  happened  to  a  number  of  credit  unions,  some  that  had 
to  be  merged  out  of  existence  because  they  were  rather  unsophisti- 
cated and  some  relied  on  money  brokers,  feeling  if  they  invested 
their  money  with  a  money  broker,  it  meant  they  were  totally  cov- 
ered. They  realized  the  same  rules  still  applied.  Back  then,  howev- 
er, I  was  just  a  member  of  the  full  committee.  I  was  down  in  that 
bottom  row. 

My  communications  with  the  National  Credit  Union  Administra- 
tion were  of  no  value  whatsoever.  Any  suggestions  made  to  the  ad- 
ministering agency — this  was  before  the  creation  of  NCUA — were 
thought  preposterous.  They  did  not  want  to  become  involved. 

I  am  glad  to  see  that  this  attitude  is  changed,  and  that  there  will 
be  communication  amongst  regulators  for  the  benefit  of  the  com- 
mittee. 

Some  of  these  credit  unions  are  very  sophisticated,  and  some  that 
we  thought  were  very  sophisticated  were  not  in  the  Penn  Square 
incident.  Geographically  that  is  not  very  far  from  where  we  sit  at 
this  very  moment. 

Mr.  Barnard. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman. 
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Mr.  Chairman,  I  certainly  would  like  to  comment  on  the  out- 
standing quality  of  the  testimony  of  all  of  our  witnesses  this  morn- 
ing. I  don  t  know  when  I  have  read  testimony  that  approached  the 
subject  as  scholarly  and  intelligently  as  they  did.  I  compliment  all 
of  the  members  of  the  panel. 

I  would  like  to  address  three  questions. 

Mr.  Partee  indicated  that  there  would  be  an  impact  on  small-  and 
medium-sized  banks  if  this  legislation  passed.  I  would  like  to  ask 
Mr.  Isaac  and  Mr.  Conover  if  they  agree  with  that  statement,  and 
if,  also,  how  much,  what  would  be  their  estimation? 

Mr.  Isaac.  I  agree  with  the  statement.  It  will  have  an  impact  on 
smaller  and  probably  to  an  even  greater  extent  medium-sized 
firms,  our  studies  show.  The  impact  is  estimated  to  range  between 
a  $1  billion  and  $2  billion  per  year,  initially. 

Over  the  longer  haul,  if  these  institutions  are  given  some  time  to 
adjust,  that  impact  can  be  reduced.  For  one  thing,  we  could  have, 
as  everyone  has  supported,  the  payment  of  interest  on  reserves 
which  would  help  the  adjustment  process. 

If  we  had  somewhat  broader  asset  powers  so  these  institutions 
could  engage  in  a  wider  range  of  activities,  that  would  help.  And 
then,  of  course,  the  institutions  will  make  other  adjustments,  I  am 
sure,  such  as  trying  to  streamline  their  operations,  reducing  their 
overhead,  and  beginning  to  price  services  that  today  they  are 
giving  away. 

Mr.  Barnard.  What  time  element  would  you  suggest  would  be 
required?  Do  you  think  6  months  would  be  sufficient  for  lessening 
the  impact? 

Mr.  Isaac.  I  think  it  will  take  the  institutions  years  to  make  the 
adjustment,  because  they  have  got  substantial  investment  in  people 
and  buildings  and  the  like  that  they  may  have  to  reduce. 

Mr.  Barnard.  Mr.  Conover. 

Mr.  Conover.  I  think  the  subject  of  how  much  a  bank  would  be 
affected,  obviously  depends  on  two  things.  The  first  is  the  ratio  of 
demand  deposits  to  total  deposits  in  the  particular  bank,  and  in 
that  case,  I  think  the  burden  would  be  greatest  on  medium  and 
large  banks,  not  small  ones.  The  second  determinant  is  whether  or 
not  the  bank  is  already  in  effect  paying  implicit  interest  rateB  on 
demand  deposits,  I  think  that  is  already  being  done  in  large  banks 
and  in  most  regional  banks. 

Mr.  Barnard.  I  think  most  banks,  though 

Mr.  Conover  [continuing].  Not  in  small  banks.  We  don't  have 
any  way  of  knowing  how  widespread  account  profitability  analysis 
is,  where  a  specific  credit,  the  so-called  earning  allowance,  is  calcu- 
lated. But  I  suspect  that  it  is  probably  less  prevalent  in  small 
banks  than  in  large  banks. 

I  think  the  bottom  line,  when  all  is  said  and  done,  is  that 
medium-sized  banks  that  will  end  up  being  harmed  the  most. 

Mr.  Barnard.  The  fact  that  there  is  a  low  percentage  of  demand 
deposits  either  with  savings  and  loans  in  the  same  market,  and  the 
fact  that  they  would  be  moving  from  a  smaller  base  as  opposed  to  a 
larger  base,  wouldn't  that  have  some  deleterious  effect  on  the 
medium  sized  and  small  banks? 

I  mean,  couldn't  they  offer  less  service  charges  and  .so  forth  in 
order  to  accommodate  the  marketplace? 
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Mr.  Conover.  Perhaps,  as  a  way  of  breaking  into  that  market- 
place; yes. 

Mr.  Barnard.  Would  you  agree  to  that,  Mr.  Gray? 

Mr.  Gray.  I  suppose  that  is  possible. 

Mr.  Barnard.  What  do  the  small-  and  medium-sized  banks  think 
about  that? 

You  have  a  bank  with  25  to  30  percent  demand  deposits,  and  all 
of  a  sudden  the  market  is  going  to  suggest  that  you  pay  interest  on 
that.  I  don't  fault  that.  I  am  for  that. 

But  then  your  competitor  across  the  street  is  sitting  there  with  4 
or  5  percent,  and  all  of  a  sudden  his  opportunities  broaden  out. 

If  it  was  done  all  at  one  time,  wouldn't  that  somewhat  impact 
the  medium-sized  bank? 

Mr.  Gray.  I  have  the  feeling,  and  I  can  only  suggest  a  feeling, 
that  because  savings  and  loans  have  not  been  in  that  field,  it  would 
take  some  time  for  them  to  get  used  to  the  whole  business  of  doing 
it.  I  would  tend  in  my  own  mind  to  probably  put  a  minimal  spin  on 
that. 

Mr.  Barnard.  The  second  question,  Mr.  Gray,  would  be  in  the 
same  direction. 

What  we  are  trying  to  do  is  to  effect  equality  and  so-called  level 
playing  field.  You  discussed  at  some  length  parity,  which  I  agree 
with  you  that  we  need  to  be  moving  more  to  a  state  of  parity.  But 
on  the  institution  of  this  opportunity  to  pay  interest  on  checking 
accounts,  and  with  the  availability  of  the  service  corporations  and 
the  other  income  it  produces,  wouldn't  that  shift  a  little  balance  of 
parity  toward  the  savings  and  loans? 

Mr.  Gray.  I  really  could  not  disagree  more.  I  think  that 

Mr.  Barnard.  You  mean  the  fact  that  they  can  offer  insurance 
and  brokerage  and  real  estate,  that  is  not 

Mr.  Gray.  I  would  point  back  to  the  chart  that  I  showed  you. 
The  asset  flexibility  the  banks  have 

Mr.  Barnard.  What  about  the  products,  the  product  differences? 
A  witness  last  week  explained  he  changed  his  charter  to  a  S&L, 
but  he  certainly  wouldn't  have  changed  it  to  a  commercial  bank 
charter  because  he  wanted  to  do  all  these  additional  things  for 
which  he  could  charge  a  fee. 

Mr.  Gray.  Well,  let  me  just  say  that  I  have  not  seen  any  in- 
stances— none  that  I  can  think  of  at  the  moment — of  commercial 
banks  wanting  to  move  over  to  the  thrift  charter. 

Mr.  Barnard.  No;  I  don't  think  so.  We  are  talking  here  about 
trying  to  achieve  parity. 

I  guess  the  point  I  am  trying  to  make,  at  least  during  the  discus- 
sion of  this  legislation,  we  need  to  consider  the  fact  that  some 
inequities  are  going  to  develop.  We  cannot  correct  all  of  the  inequi- 
ties. I  am  not  suggesting  that  we  do  that.  But  we  need  to  be  mind- 
ful of  what  those  are. 

Mr.  Gray.  Well,  I  would  say  from  my  perspective  that  we  are  no- 
where near  parity  at  the  moment,  either  on  the  asset  side  or  for 
that  matter  the  liability  side.  If  anything,  savings  and  loans  are, 
and  have  been,  substantially  disadvantaged  in  that  regard  com- 
pared to  commercial  banks. 

Mr.  Barnard.  And  that  is  because  they  have  a  different  mission. 
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Mr.  Gray.  I  am  not  suggesting  that  savings  and  loans  become 
commercial  banks. 

Mr.  Barnard.  Of  course,  this  is  going  to  be  the  topic  of  other 
hearings  when  we  get  into  the  Treasury  bill — so  I  am  sure  we  will 
have  an  opportunity  to  talk  about  that  later. 

Mr.  Isaac,  I  want  to  say  that  the  schedules  which  you  included  in 
your  testimony  of  the  broker  funds  was  very  interesting.  That  is 
the  first  I  had  seen  that,  Mr.  Chairman.  To  break  it  down  as  to 
what  the  failed  banks  had  in  brokered  funds  was  most  interesting. 
The  observation  that  1  make  is,  why  were  considerable  Govern- 
ment funds  included  in  this  brokered  funds  schedule? 

I  notice  that  the  Bureau  of  Indian  Affairs,  Mr.  Chairman,  was 
just  loaded  with  money.  Maybe  the  Treasury  ought  to  hold  that 
money,  if  they  can  make  so  much  interest  on  then'  surpluses.  But 
why  would  the  Bureau  of  Indian  Affairs  and  all  these  military  ac- 
counts be  brokered  funds? 

Mr.  Isaac  Actually,  the  FDIC  has  decided  that  it  is  going  to  lay 
off  its  examiner  force  and  all  we  are  going  to  do  is  track  where  the 
Bureau  of  Indian  Affairs  places  its  money.  Then  we  are  going  to  go 
in  and  close  down  those  banks. 

Mr.  Barnard.  You  want  to  leave  that  in  the  testimony? 

Mr.  Isaac.  I  will  be  happy  to,  as  long  as  the  recorder  notes  that 
there  was  laughter. 

But  actually  it  wouldn't  be  a  bad  tracking  system. 

Mr.  Barnard.  It  may  be  that  you  ought  to  hire  that  person  plac- 
ing those  deposits,  and  let  him  be  on  your  examination  staff,  sort  of 
like  having  a  dog  that  can  scent  out  drugs. 

Mr.  Isaac.  I  think  that  is  a  good  idea. 

We  have  written  to  the  Bureau  of  Indian  Affairs.  Apparently 
they  never  received  our  letter  because  they  never  responded  to  it 

We  also  wrote  to  the  Marines,  the  Air  Force,  the  Army,  and  the 
Navy.  They  did  respond,  and  came  over  and  talked  with  us  about 
our  problems  with  them  placing  funds  in  banks  that  were  getting 
ready  to  fail. 

They  approached  it  from  a  rather  rational  point  of  view,  from 
their  vantage  point.  They  said: 

We  have  the  responsibility  to  earn  as  much  money  as  possible,  and  we  can  place 
money  under  your  present  insurance  system  in  banks,  in  tally  insured  account*,  not 
take  any  risk  with  the  money  whatsoever,  and  earn  the  very  highest  yields  in  the 
country,  because  the  banks  that  are  getting  ready  to  fail  are  the  ones  that  will  pay 
the  highest  rates.  So  looking  at  it  from  our  point  of  view  as  an  investor,  we  are 
doing  an  entirely  rational  thing. 

It  was  hard  to  argue  with  that,  other  than  to  urge  them  to  be 
somewhat  more  concerned  about  the  welfare  of  the  Nation  and  the 
financial  system.  But  that  was  a  hard  one.  They  said,  "That  is  your 
problem,  not  ours." 

So  1  think  that  what  it  comes  down  to  in  the  end  is,  we  are  going 
to  have  to  do  the  kinds  of  things  we  have  talked  about  in  my  testi- 
mony, such  as  really  increasing  our  supervisory  efforts  with  respect 
to  problem  institutions  and  their  usage  of  these  funds  and  also  atr 
tacking  the  insurance  issue  directly,  by  toying  to  modify  our  rules 
and  regulations  in  that  area. 

Mr.  Barnard.  My  time  has  expired,  Mr.  Chairman. 

Chairman  St  Germain.  Let  me  ask  a  couple  of  quick  questions. 
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On  those  deposits  by  the  Federal  agencies,  were  they  putting 
$100,000  on  CDTs? 

Mr.  Isaac.  The  problem  in  those  cases  is  a  different  sort  of  prob- 
lem. They  are  taking  advantage  of  the  flow-through  aspects  of  the 
current  insurance  rules.  They  are  operating  funds  in  which  there 
are  hundreds  or  thousands  of  holders  of  beneficial  interests  and 
under  interpretations  issued  in  the  past,  the  insurance  agencies 
allow  the  insurance  coverage  to  flow  through. 

So  if  you  have,  let's  say,  a  pension  plan  with  10  people  participat- 
ing in  it,  they  can  get  1  million  dollars'  worth  of  coverage  in  every 
bank  instead  of  $100,000. 

Chairman  St  Germain.  Do  they  lose  the  interest?  That  is  what  I 
am  concerned  about. 

Mr.  Isaac.  Not  that  I  am  aware  of.  The  money  is  made  available 
immediately.  They  would  lose  the  interest  if  they  were  over  the  in- 
surance limit.  But  typically  they  are  not  over  the  insurance  limit 
They  get  all  their  money  back. 

Just  take  the  State  Bank  of  Barnham,  for  example,  $15  million 
banked  in  Minnesota  that  nobody  ever  heard  of  except  the  Bureau 
of  Indian  Affairs.  It  had  $5.5  million  in  deposits  there. 

Mr.  Barnard.  They  didn't  lose  that  money,  did  they? 

Mr.  Isaac.  No,  they  got  it  all  back.  The  FDIC  lost  money  there. 

Chairman  St  Germain.  I  would  like  to  make  an  observation  to 
you  gentlemen,  in  regard  to  the  cost  of  paying  interest  on  demand 
deposits. 

If  we  look  at  the  Garn-St  Germain  Act  that  allowed  institutions 
to  have  money-market  deposit  accounts  so  they  could  compete  with 
the  money-market  funds,  the  projections  I  think,  according  to  staff, 
were  that  within  a  certain  period  of  time,  there  would  be  $70  bil- 
lion in  those  funds,  and  within  that  period  of  time,  as  a  matter  of 
fact,  $250  billion  were  put  into  those.  Now,  we  see  that  there  is  ap- 
proximately $350  billion  in  money-market  deposit  accounts. 

Of  course,  didn't  that  cost  banks  as  well?  Aren't  they  paying  a 
higher  rate  of  interest? 

So  if  you  use  this  argument  relative  to  this  legislation,  why 
didn't  we  use  it  against  allowing  higher  rates  of  interest  to  be  paid 
and  shortening  the  terms  on  CD  s? 

Think  on  that,  gentlemen. 

Mr.  Wylie. 

Mr.  Wyue.  Thank  you,  Mr.  Chairman. 

I  want  to  agree  with  my  friend  from  Georgia,  that  you  certainly 
have  made  excellent  statements  this  morning.  They  are  very  suc- 
cinct and  easily  understood  as  to  your  position.  I  respect  each  and 
every  one  of  you  for  your  intelligence. 

The  only  problem  that  I  have  is  that  you  do  not  agree.  That 
doesn't  make  it  all  that  much  easier  for  me. 

Governor  Partee,  on  page  10  of  your  testimony  you  state  that: 

The  elimination  of  current  restrictions  on  the  ability  of  thrift  institutions  to  offer 
accounts  to  businesses  is  not  appropriate  at  this  time.  The  question  of  a  still  broader 
scope  for  the  checking  account  authority  of  thrifts  should  be  addressed  later  on 
when  the  wider  issues  concerning  the  structure  and  organization  of  the  financial 
systems  are  considered. 

I  respectfully  suggest  that  this  may  be  later  on.  How  do  you 
answer  the  arguments  for  the  prohibition  against  the  payment  of 
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interest  on  demand  deposits,  in  view  of  the  removal  of  other  re- 
straints? And  you  indicated  also  in  your  testimony  that  there  ap- 
parently wasn't  all  that  much  rationale  against  the  payment  of  in- 
terest on  demand  deposits  in  the  first  place. 

Mr.  Partee.  Well,  I  think  that  we  would  feel  that  despite  Mr. 
Gray's  comments  that  there  are  some  differences  in  powers  and  au- 
thorities between  banks  and  savings  and  loans  that  create  some- 
what unequal  circumstances  for  the  medium-sized  bank  or  the 
smaller  bank  in  terms  of  the  product  mix  to  be  offered,  and  that 
has  to  be  adjusted.  When  that  is  adjusted,  we  could  go  further  with 
the  savings  and  loan  authority  to  offer  checking  accounts. 

I  would  also  point  out  that  we  are  probably  going  to  have  quite  a 
few  individual  cases  of  difficulty.  We  don't  know  much  about  the 
frequency  distribution  of  banks,  that  may  in  fact  lose  considerably 
as  a  result  of  payment  of  interest,  on  demand  deposits.  It  seems  to 
me  that  in  a  situation  where  all  of  that  is  unwinding  very  rapidly, 
that  we  wouldn't  want  to  add  more  heat  to  the  competitive  flames 
just  for  a  short  period  of  time  and  create  hot  spots  that  would 
cause  great  difficulty. 

So  that  I  think  both  from  a  pragmatic  view  of  not  changing  the 
ground  rules  too  much,  too  soon,  and  then  from  the  standpoint  of 
trying  to  make  the  authorities  similar  as  to  product  mix,  it  would 
be  better  to  hold  up  for  a  little  while  with  the  savings  and  loans. 

Mr.  Wylie.  I  would  like  Mr.  Isaac  and  Mr.  Gray  to  coment  on 
that. 

The  argument  also  has  been  made  here  last  week,  which  was 
somewhat  impressive  to  me,  by  the  Independent  Bankers  Associ- 
ation that  it  is  tough  enough  now  to  make  money,  that  their  profits 
would  be  reduced  by  40  to  50  percent  I  think  is  the  way  they  put  it, 
if  they  were  required  to  pay  interest  on  these  loans,  and  that  actu- 
ally small  businesses  who  are  testifying  in  favor  of  it  should  be 
against  it  because  the  cost  of  their  loans  would  be  increased  if  this 
bill  is  passed. 

How  do  we  respond  to  that,  Mr.  Isaac? 

Mr.  Isaac.  I  think  that  we  could  support  the  broader  provision 
that  the  chairman  has  proposed  for  the  payment  of  interest  on 
checking  accounts,  to  open  up  the  thrift  powers  to  a  greater  degree. 
We  could  support  that — if  it  were  done  in  the  context  of  trying  to 
bring  about  a  greater  degree  of  parity  between  thrifts  and  banks  in 
their  regulatory  scheme.  I  get  concerned  that  the  thrifts  do  have 
broader  powers  in  a  number  of  respects  than  banking  institutions. 

I  am  not  suggesting  that  thrifts  ought  to  be  curtailed.  I  think 
banking  institution  powers  could  be  liberalized.  I  am  very  con- 
cerned about  the  difference  in  regulatory  treatment. 

For  example,  commercial  banks  follow  generally  accepted  ac- 
counting principles;  S&L's  do  not.  Banks  have  higher  capital  main- 
tenance requirements  than  thrifts  do.  I  recognize  in  both  of  these 
areas  that  the  thrifts  have  come  upon  hard  times  in  recent  years 
due  to  the  interest  rate  climate  and  that  we  need  a  transition 
period  in  which  to  phase  in  new  rules. 

But  nevertheless,  I  believe  we  ought  to  have  an  understanding 
about  what  those  new  rules  are  going  to  be  before  we  grant  any- 
thing in  the  way  of  substantial  new  powers  to  these  institutions. 
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I  get  concerned,  too,  about  the  whole  regulatory  system  and  the 
insurance  rules,  as  I  have  mentioned  many  times,  and  the  need  to 
address  those  in  the  context  of  further  deregulation  of  the  thrift 
and  banking  industries. 

But  with  the  qualification  that  we  have  some  major  questions  we 
have  to  address,  in  the  context  of  this  proposal,  I  can  support  the 
broader  powers  for  the  thrift  institutions  in  that  context. 

Mr.  Wylie.  Mr.  Gray. 

Mr.  Gray.  We  are  really  talking  about  powers  that  were  granted 
under  Garn-St  Germain  after  a  period  of  18  months  of  discussion  in 
which  all  the  affected  parties  had  an  opportunity  to  express  their 
views.  The  legislative  process,  as  all  of  you  know,  is  arduous,  very 
time  consuming,  and  I  think  it  represented  the  consensus  on  the 
part  of  the  Congress  that  this  in  fact  was  necessary,  and  there 
needed  to  be  asset  restructuring  for  savings  and  loan  institutions, 
particularly  to  enable  them  to  be  able  to  better  meet  periods  of  eco- 
nomic instability  and  interest  rate  volatility,  the  likes  of  which 
they  were  experiencing  frequently  at  the  time. 

Now,  those  were  additional  powers  on  the  asset  side.  As  1  stated 
earlier  in  my  prepared  statement,  on  the  liability  aide,  these  are 
depository  institutions,  whether  they  are  thrifts  or  commercial 
banks.  And  it  seems  to  me  that  when  we  get  into  these  .discussions 
about  parity,  and  whether  the  ability  of  a  thrift  to  offer  interest 
payments  on  demand  deposits  could  substantially  alter  what  pres- 
ently exists  in  terms  of,  certainly  not  a  level  playing  field,  this  is 
not  to  argue  that  thrifts  should  particularly  go  beyond  the  asset 
powers  that  they  were  granted  under  Garn-St  Germain. 

After  all,  thrifts  have  their  hands  full  in  just  trying  to  learn  how 
to  use  those  new  powers  right  now.  It  is  going  to  take  some  time 
for  that  to  happen. 

But  on  the  liability  side,  it  seems  to  me  that  depository  institu- 
tions again,  whether  thrifts  or  banks,  ought  to  be  able  to  access 
funds,  whether  it  be  through  a  savings  deposit  or  a  demand  depos- 
it. It  is  what  they  do  with  the  funds  afterward  that  really  makes 
the  difference. 

I  think  for  thrift  institutions  the  ability  to  offer  demand  deposits, 
the  ability  to  establish  the  kinds  of  relationships  that  frequently 
banks  have  had  for  many,  many  years  will  reinforce  their  housing 
mission.  Thrifts,  of  course,  work  with  developers  and  with  people  in 
the  housing  industry.  So  the  ability  to  establish  the  kind  of  busi- 
ness relationships  from  which  they  are  now  in  substantial  part  pre- 
cluded will,  I  think,  be  very  beneficial  to  them  and  will  certainly 
not  subvert  their  principal  mission,  which  is  in  the  housing  finance 
field. 

Mr.  Wylie.  Thank  you.  My  time  has  expired.  But  I  do  think  we 
need  to  concern  ourselves  with  this  argument  that  this  increased 
cost  will  need  to  be  passed  on,  and  the  question  as  to  how  that  is 
done  needs  to  be  resolved. 

Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Carper. 

Mr.  Carper.  Thank  you,  Mr.  Chairman. 

Good  morning,  gentlemen. 

Mr.  Conover,  in  your  testimony  you  indicated  that  you  could  not 
support  passage  of  either  H.R.  3535  or  the  DIDC  bill  as  stand-alone 
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legislation.  If  this  committee  and  the  House  elect  to  proceed  on  a 
piecemeal  basis,  which  piece,  that  is,  H.R.  3535  or  the  DIDC  bill,  do 
you  find  less  onerous,  and  why? 

Mr.  Conover.  First  of  all,  I  would  like  to  restate  my  reasons  for 
not  wanting  either  of  them  on  a  stand-alone  basis.  We  have  gone 
pretty  far  in  deregulating  the  liability  side  of  the  balance  sheet  for 
a  bank.  We  have  done  nothing  to  provide  the  bank  with  new 
powers  on  the  asset  side  of  the  balance  sheet  or  new  opportunities 
to  generate  fee  income. 

So  I  think  that  is  one  of  the  essential  things  that  should  be  ac- 
complished before  we  take  any  further  steps  in  deregulating  the  li- 
ability side  any  more,  such  as  permitting  the  payment  of  interest 
on  demand  deposits. 

Given  the  choice  between  the  two  bills,  I  would  prefer  the  II.H. 
3895  version,  and  the  reason  I  would  goes  back  to  something  I  said 
earlier.  I  am  concerned  about  the  disparity  of  treatment  between 
banks  and  thrifts  that  we  have  just  been  talking  about.  And  I 
think  as  thrifts  gain  more  banklike  powers,  the  system  under 
which  they  operate,  including  some  of  the  things  that  have  already 
been  mentioned — capital  requirements,  geographic  restrictions,  and 
so  forth— ought  to  be  equalized. 

But  if  I  had  to  choose  between  the  two  as  a  stand-alone  measure, 
I  would  choose  H.R.  3895. 

Mr.  Carper.  Is  the  Senate  currently  packaging  legislation  which 
includes  this  kind  of  legislation  along  with  some  other  reform 


Mr.  Conover.  I  hope  so.  Senator  Gam  has  announced  that  he  in- 
tends to  take  the  Treasury  proposal  as  well  as  a  number  of  other 
pieces  of  proposed  legislation  and  combine  them  into  an  omnibus 
bill  that  would  include  expanded  powers  for  banks,  and  I  would 
suspect  and  hope  that  it  would  include  these  other  items  as  well. 
And  were  it  to  include  such  items,  as  well  as  interest  on  demand 
deposits,  for  banks  and  thrifts,  I  wouldn't  have  any  trouble  sup- 
porting it 

But  I  think  the  key  thing  is  to  provide  banks  with  the  powers 
that  they  are  going  to  need  to  compete  effectively  in  the  market- 
place in  the  future  against  not  only  each  other  and  the  thrift  insti- 
tutions, but  against  nonbank  entrants  into  the  marketplace,  such 
as  Sears,  Merrill  Lynch,  American  Express  and  the  like. 

Mr.  Carper.  Mr.  Isaac,  would  you  care  to  comment  as  well  on 
the  question  that  I  just  raised?  I  haven't  had  an  opportunity  to 
read  your  testimony.  I  apologize  for  arriving  late.  I  had  another 
subcommittee  meeting. 

With  regard  to  a  piecemeal  approach — maybe  you  addressed  it  in 
your  testimony — do  you  prefer  a  piecemeal  approach  or  a  package 
approach,  such  as  the  Senate  appears  to  be  considering? 

Mr.  Isaac.  I  am  very  strongly  in  favor  of  a  package  approach, 
and  if  anything,  I  would  argue  for  an  even  broader  package  than 
Mr.  Conover  just  laid  down.  I  think  that  we  have  got  to  address 
some  of  these  deposit  insurance  issues  and  regulatory  structure 
issues  in  connection  with  any  legislation  dealing  with  powers  and 
the  like. 

So  I  would  join  together  a  large  number  of  items. 
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Mr.  Carper.  If  we  were  to  take  a  piecemeal  approach,  and  our 
choices  were  two,  that  is  H.R.  3535,  or  the  DIDC  bill,  which  meas- 
ure would  you  find  less  onerous? 

Mr.  Isaac.  If  we  had  to  take  it  that  way — and  I  would  strongly 
encourage  that  we  not  go  on  a  piecemeal  basis — I  would  come  down 
clearly  on  the  side  of  the  DIDC  bill. 

Mr.  Carper.  And  the  reasons? 

Mr.  Isaac.  Because  of  the  existing  inequities  in  the  regulatory 
system  with  respect  to  capital  and  accounting  treatment  and  the 
like  that  exist  between  thrifts  and  commercial  banks.  If  we  could 
address  these  regulatory  issues,  I  could  be  persuaded  that  the 
broader  bill  is  the  better  bill. 

Mr.  Carper.  Mr.  Gray. 

Mr.  Gray.  Well,  I  am  not  sure  I  would  characterize  them  as  in- 
equities. They  are  in  some  instances  differences,  yes.  But  that  is  be- 
cause thrift  institutions  are  different  from  commercial  banks.  Let 
me  just  say  parenthetically  that  I  sometimes  tire  of  the  repeated 
statements,  which  I  guess  after  being  repeated  so  many  times, 
somehow  will  have  credibility,  that  thrifts  and  banks  are  the 
same — or  that  thrifts  have  become  essentially  commercial  banks. 
You  know,  we  are  so  far  away  from  that,  that  it  is  really  a  myth, 
and  it  ought  to  be  understood  that  way. 

This  is  why  I  displayed  the  chart — to  demonstrate  how  very  dif- 
ferent and  how  distinct,  in  purpose  the  banks  and  thrifts  really  are. 
The  idea  that  a  thrift  is  about  to  cross  the  threshold  and  transform 
iself  into  a  commercial  bank  when  it  has  10  percent  commercial 
lending  authority,  10  percent  equipment  leasing  authority,  et 
cetera,  boggles  my  mind. 

Ten  percent  and  100  percent  are  light  years  apart.  The  powers  of 
thrifts  on  the  asset  side,  compared  to  commercial  banks,  are  so  dif- 
ferent as  to  dispel  any  notion:  that  at  any  time  soon  thrifts  and 
banks  are  going  to  be  essentially  the  same. 

Mr.  Carper.  My  time  has  expired.  Perhaps  I  will  have  time  to 
follow  up  later. 

Thank  you. 

Chairman  St  Germain.  Mr.  McKinney. 

Mr.  McKinney.  Thank  you,  Mr.  Chairman. 

Thank  you  for  your  testimony,  gentlemen.  Mr.  Chairman,  about 
9  years  ago  I  used  to  suggest  when  we  were  discussing  regulation 
Q,  that  we  want  the  thrift  institutions  and  the  commercial  banks 
in  this  room,  and  when  everyone  would  come  out  in  agreement, 
this  committee  would  then  do  something. 

Mr.  Isaac,  you  make  a  statement  on  pages  6  and  7  for  thrift  insti- 
tutions to  accept  corporate  deposits  and  pay  interest  on  them 
would  be  an  expansion  of  their  powers,  and  you  go  on  to  say  that 
you  have  no  objection,  though  important  equity  issues  are  raised. 

Then  later  on — I  think  you  found  a  copy  of  an  old  speech  of 
mine — you  say,  "We  cannot  continue  to  deregulate  the  liability 
side  and  not  deal  with  the  asset  side  of  these  institutions." 

I  just  wondered  if  the  three  of  you  would  like  to  comment  on 
that  thought,  starting  with  you. 

Mr.  Isaac.  Well,  with  respect  to  the  deregulating  the  asset  side,  I 
think  everybody  is  in  agreement  that  the  payment  of  interest  on 
demand  accounts  by  commercial  banks  is  going  to  cost  the  banks  a 
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lot  of  money.  Ultimately  they  are  going  to  pass  that  on  to  their 
customers  to  some  degree. 

One  of  the  best  ways  to  facilitate  that  process  is  to  allow  these 
institutions  to  offer  a  broader  range  of  services  so  they  can  find 
ways  of  offsetting  the  decline  in  their  interest  margins. 

With  respect  to  the  inequities  between  thrifts  and  banks  that 
exist,  I  don't  really  take  issue  that  much  with  Chairman  Gray's  ap- 
proach. I  think  we  are  a  little  closer  together  than  we  appear. 
There  is  really  a  fundamental  question.  Do  you  want  thrifts  to  be 
able  to  engage  in  any  kind  of  activities,  to  have  the  full  range  of 
asset  powers,  or  do  you  want  them  to  be  specialized  in  housing  fi- 
nance? 

I  think  Chairman  Gray's  position  is  clear,  that  they  should  be 
specialized  basically  in  housing  finance.  While  I  might  come  out 
different  on  that  issue,  I  can  understand  the  point  of  view  and  I 
can  live  with  it. 

But  even  if  you  decide  that  is  the  system  you  want  and  that 
thrifts  should  have  a  different  regulator,  for  example,  and  access  to 
the  funds  that  are  raised  by  the  home  loan  bank  system,  and  per- 
haps even  a  separate  insurance  system,  certain  basic  regulatory  re- 
quirements should  be  made  fair  and  equivalent. 

One  of  them  is  capital.  It  seems  to  me  that  these  institutions  all 
need  capital,  and  they  all  ought  to  be  required  to  have  the  same 
minimum  capital  ratios,  giving  a  transition  period  for  thrifts  to 
adjust. 

Another  issue  is  disclosure  practices  and  accounting  rules.  They 
ought  to  be  following  similar  rules.  And  that  is  important,  because 
even  if  they  are  not  competing  directly  for  the  full  range  of  serv- 
ices on  the  asset  side,  they  are  competing  for  the  same  deposit 
dollars,  and  their  ability  to  compete  for  those  dollars  is  directly 
affected  by  the  capital  they  maintain  and  the  accounting  practices 
they  follow. 

So,  there  are  certain  fundamental  regulatory  requirements  that 
need  to  be  harmonized  if  we  are  going  to  allow  thrifts  to  offer  cor- 
porate checking. 

Mr.  Gray.  At  the  expense  of  some  redundancy  here,  I  would  like 
to  read  the  subcommittee  again  what  the  Garn-St  Germain  bill  was 
all  about  and  why  these  powers  were  provided,  because  the  pream- 
ble always  expresses  the  intent  of  the  Congress.  And  the  preamble 
said  it  was: 

An  Act  to  revitalize  the  housing  industry  by  strengthening  the  financial  stability 
of  home  mortgage  lending  institutions  and  insuring  the  availability  of  mortgage 

The  additional  powers  that  were  provided  under  Garn-St  Ger- 
main were  provided,  as  shown  by  the  statement  of  the  Congress 
itself,  to  strengthen  these  institutions  as  home  mortgage  lending 
institutions,  and  not  as  commercial  banks.  This  was  done,  of 
course,  with  the  sanction  of  the  Congress  of  the  United  States. 

With  respect  to  paying  interest  on  demand  deposits,  I  suspect 
that  yes,  there  will  be,  additional  costs  to  institutions,  whether 
they  are  thrifts  or  banks.  Obviously  the  banks  would  be  more  af- 
fected, because  they  have  been  involved  in  this  much,  much  longer 
and  to  a  far,  far  greater  extent. 
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But  what  we  are  really  talking  about  here  is  the  nonpayment  of 
interest  at  the  present  time  on  demand  deposits.  When  interest 
starts  being  paid,  then  clearly  these  institutions  are  going  to  have 
to  price  the  product  differently. 

So,  it  is  going  to  involve  explicit  pricing.  That  is  what  is  going  to 
happen  basically.  Financial  institutions  are  going  to  have  to  charge 
for  this  kind  of  service  which  by  virtue  of  having  paid  no  interest 
in  the  past,  such  costs  have  been  essentially  underwritten.  The  cost 
of  such  a  product  will  now  have  to  be  priced. 

Mr.  McKinney.  Would  you  like  to  comment? 

Mr.  Conover.  Yes;  I  would. 

To  go  back  to  your  basic  question  about  asset/liability  deregula- 
tion, if  we  went  into  a  bank  and  found  that  it  had  a  liability  com- 
mittee that  was  responsible  for  managing  its  liabilities  and  that  it 
also  had  an  asset  committee  responsible  for  managing  its  assets, 
and  that  the  two  committees  were  going  about  their  assigned  func- 
tions at  a  different  pace  and  without  coordinating  with  each  other, 
we  would  cite  them  for  an  unsafe  and  unsound  banking  practice. 

I  submit  that  that  is  what  we  have  here.  We  have  a  liability  com- 
mittee called  DIDC,  and  we  have  an  asset  committee  called  the 
Congress  of  the  United  States.  And  I  think  that  what  we  need  to  do 
is  get  the  asset  committee  to  do  something  about  granting  some  ad- 
ditional asset  powers  to  the  banks  so  that  they  can  compete  effec- 
tively in  the  marketplace  and  overcome  some  of  the  additional 
costs  that  have  been  put  on  them  by  the  liability  committee. 

Chairman  St  Germain.  Are  you  going  to  cite  us? 

Mr.  McKinney.  Mr.  Chairman,  my  time  has  expired.  With  the 
chairman's  permission,  I  may  send  some  written  questions  about 
how  money  brokers  have  managed  to  become  fully  insured. 

Mr.  McCollum.  Mr.  Gray,  you  suggested  on  the  brokerage  issues, 
that  perhaps  we  ought  to  consider  the  limitation  of  funds  which 
are  gathered  as  far  as  the  insurance  factor  is  concerned.  Maybe 
nobody  should  be  allowed  to  deposit  funds  with  insurance  over  the 
$100,000  mark.  Maybe  there  should  be  a  consideration  of  putting 
the  risk  back  into  the  marketplace  for  the  large  depositors  in  es- 
sence. As  I  see  it,  you  are  throwing  that  out  for  us  to  think  about 
without  recommending  that. 

In  both  instances,  I  gather  you  have  indicated  some  reservations 
about  any  real  solutions  you  can  recommend  to  us.  But  particular- 
ly on  the  question  about  should  deposit  insurance  be  limited  to 
funds  gathered  by  the  depositor  institution  itself  or  of  that  nature, 
Mr.  Gray,  do  you  believe  that  it  is  practical  to  make  this  distinc- 
tion given  the  incentive  to  evade  the  restrictions  and  the  income 
fluidity  of  the  depositors  which  Mr.  Conover  pointed  out  in  his  tes- 
timony and  several  of  you  have  mentioned  this  morning? 

Mr.  Gray.  I  will  answer  that,  as  I  tried  to  in  my  written  testimo- 
ny by  calling  in  to  question  what  the  real  purpose  of  Federal  depos- 
it insurance  is. 

Obviously  there  have  been  many  changes  in  these  50  years  as  to 
how  money  is  intermediated.  Technology  has  played  an  important 
part  in  that. 

When  deposit  insurance  was  established  50  years  ago,  it  was  basi- 
cally for  savings  and  loan  institutions,  to  insure  the  accounts  of 
little  people,  families,  individuals,  ordinary  people.  And  I  think  the 
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limit  at  that  time  was  $5,000.  In  1979,  it  went  up  to  $100,000.  But  I 
think  the  basic  idea  remains. 

Also,  these  are  depository  institutions,  both  banks  and  savings 
and  loans,  and  I  have  raised  some  questions  in  my  testimony  as  to 
the  extent  that  the  limited,  finite  resources  of  the  Federal  deposit 
insurance  funds  should  serve  as  guarantors  and  be  extended 
beyond  the  depository  institution  system,  and  to  what  extent  it 
should  be  extended,  how  far. 

Now,  as  I  indicated,  money  brokers  are  advertising  our  Federal 
Savings  and  Loan  Insurance  Corporation  stamp  and  they  are  mar- 
keting that.  And  I  guess  what  I  was  trying  to  say,  Congressman,  is 
basically  that  I  think  after  50  years  now,  after  half  a  century,  with 
all  of  these  changes,  maybe  the  Congress  ought  to  take  another 
look  at  what  Federal  deposit  insurance  is  and  what  it  ought  to  be 
in  the  future.  I  have  been  concerned  that  if  there  were  an  exponen- 
tial growth  in  the  use  of  insured  money  broker  funds,  at  what 
point  in  time  would  these  institutions  really  not  be  depository  insti- 
tutions as  we  have  known  them  up  to  now,  going  out  and  garnering 
their  deposits  in  their  communities,  in  their  areas. 

I  am  not  talking  about  supplemental  funds  here — maybe  a  rela- 
tively small  percentage  of  total  deposits,  which  you  would  want  for 
liquidity  and  access  to  funds  when  you  needed  them.  But  1  think 
the  subject  of  brokered  funds  really  brings  into  question  again 
what  the  purpose  of  Federal  deposit  insurance  ought  to  be,  and 
whether  it  should  be  changed,  whether  the  Federal  deposit  insur- 
ance should  be  guaranteeing  every  conceivable  placement  of  money 
in  our  society— Federal  deposit  insurance  again  being  rather  finite. 
We  have  $7  billion  in  the  FSLIC  fund.  How  far  do  you  extend  this 
process? 

Mr.  McCollum.  I  think  you  have  raised  a  very  important  ques- 
tion for  us  to  consider  in  this  issue  and  more  broadly.  Specifically, 
have  you  thought  about  and  do  you  have  a  feeling  one  way  or  the 
other  with  regard  to  what  Mr.  Conover  threw  out  in  his  testimony 
which  dealt  with  the  idea  of  perhaps  the  first  $100,000,  perhaps 
some  phased  in  situation,  a  3-year  period  or  whatever,  being  all  the 
amount  any  one  depositor  could  have  insured,  no  matter  however 
you  break  it  up  or  how  many  institutions  you  deposit  it  in? 

Mr.  Gray.  Well,  at  present  the  law  does  permit  the  breaking  up 
of  this  money  into  $100,000  segments.  I  would  not  agree  with  the 
proposal,  as  I  understood  it,  that  he  made,  that  over  a  8-year 
period,  you  be  limited  to  $100,000  for  insurance. 

But  whether  it  should  be  possible,  say,  for  a  family  of  four  to— 
and  I  don't  know  very  many  of  those — but  a  family  of  four  with  $1 
million  that  could  split  it  up  into  $100,000  segments,  and  get  all 
the  money  insured,  that  is  a  question  I  think  the  Congress  ought  to 
look  at  very  closely.  Is  that  what  the  Congress  wants? 

We  operate,  of  course,  according  to  the  statute  as  it  exists.  And 
that  is  the  way  the  money  does  come  in  sometimes  as  a  result. 

Mr.  McCollum.  I  think  you  have  definitely  raised  a  point  I  want 
to  go  to  Mr.  Conover. 

I  picked  on  your  idea  which  I  gather  you  have  not  solidly  en- 
dorsed. You  just  threw  it  out  on  the  table  for  consideration. 

I  want  to  ask  you  about  the  question  you  asked  us  in  other  areas 
of  your  testimony,  whether  or  not  there  wouldn't  be  measures  de- 
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veloped  to  evade  this.  Obviously,  if  we  went  to  this  extreme,  I 
would  assume  it  would  be  very  difficult  to  evade  that  measure.  But 
Mr.  Isaac,  in  his  testimony,  suggests  that  we  put  a  limit  on  depos- 
its— I  don't  know  that  he  used  any  figures — about  $100,000,  how 
much  a  person  could  get  insurance  on.  But  he  suggests  there  might 
be  a  liquidity  squeeze  particularly  for  smaller  insititutions  if  we 
did  that. 

Have  you  thought  about  the  various  ramifications  of  that  sugges- 
tion and  could  you  give  us  some  insights? 

Mr.  Conover.  The  reason  I  presented  the  suggestion  in  the 
manner  in  which  I  did  is  that  I  think  there  are  some  ramifications 
of  it  that  have  to  be  thought  through,  and  that  would  need  to  be 
discussed  and  examined  in  some  greater  detail. 

I  might  just  clarify  a  point.  If  you  used  $100,000  per  depositor, 
then  that  would  be  a  significant  decrease  in  the  amount  of  overall 
insurance  that  a  depositor  could  get  as  compared  to  the  present 
system,  not  only  because  of  the  way  that  he  can  spread  money 
around  among  different  institutions,  but  also  because  he  could 
open  a  number  of  accounts  within  an  individual  institution,  such  as 
joint  accounts  with  other  parties. 

Perhaps  a  way  to  alleviate  some  concern  about  reducing  overall 
coverage  is  not  to  use  a  $100,000  figure.  I  am  not  sure  precisely 
what  the  right  number  might  be,  but  it  might  be  $250,000  or 
$300,000,  for  example? 

Now,  I  guess  your  question  then  was,  would  we  end  up  with, 
what 

Mr.  McCollum.  Some  evasion  of  that,  or  a  problem  of  liquidity 
squeeze.  The  larger  amount  involved  the  lesser  the  liquidity 
squeeze  on  smaller  institutions  that  Mr.  Isaac  is  concerned  about 

Mr.  Conover.  I  really  have  not  thought  through  whether  we 
would  end  up  with  a  liquidity  squeeze.  I  think  if  we  are  to  actively 
consider  a  proposal  such  as  this,  that  is  one  of  the  things  we  would 
want  to  look  into.  I  don't  know  the  answer  to  that. 

Mr.  McCollum.  Thank  you. 

My  time  has  expired.  I  think  we  have  had  a  good  discussion. 

Chairman  St  Germain.  Mr.  Vento. 

Mr.  Vento.  Thank  you,  Mr.  Chairman. 

Mr.  Isaac,  there  has  been  a  report  concerning  the  broker  activi- 
ties, the  proposal  suggested  withdrawal  of  insurance  concerning 
prohibited  activities,  I  guess.  I  am  just  wondering,  do  you  feel  that 
you  have  the  authority  now  to  withdraw  the  insurance  for  that 
particular  reason? 

I  mean,  could  you  articulate,  do  you  feel  that  you  have  that  au- 
thority now?  Could  you  give  me  a  brief  answer? 

Mr.  Isaac.  We  believe  we  have  the  authority  to  make  substantial 
changes  in  the  way  the  insurance  system  operates  by  changing 
rules  and  regulations.  We  are  right  now  having  our  legal  staff  do 
work  on  that.  We  intend  to  follow  through,  to  the  extent  we  have 
such  authority. 

There  are  certain  matters  we  cannot  take  care  of,  in  all  probabil- 
ity, without  Congress  helping  us.  Maybe  I  could  couple  that  with  a 
partial  response  to  the  question  that  Congressman  McCollum 
asked,  and  that  is  if  we  come  up  with  rules,  are  brokers  going  to 
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try  to  evade  them  and  circumvent  the  system?  Yes,  they  are  going 
to. 

That  is  why  whatever  statutory  we  seek  in  this  area  has  to  be 
broadly  based  statutory  authority  so  that  when  people  devise  ways 
to  get  around  our  regulations,  we  can  change  the  regulations  to 
attack  that  problem. 

Mr.  Vento.  I  am  not  very  confident  of  the  nature  of  trying  to  get 
a  handle  on  it  from  that  particular  vantage  point.  I  can  understand 
there  is  a  problem.  But  I  don't  know,  maybe  you  are  not  carrying 
coals  to  New  Castle  in  terms  of  trying  to  resolve  that  particular  ve- 
hicle. 

In  other  words,  do  you  have  a  plan  to  start  implementing  this? 
Apparently  you  do.  You  are  asking  your  legal  staff,  what  is  the  re- 
course? 

Could  you  give  us  some  estimate  as  to  the  reduction  of  liability 
that  you  would  anticipate  in  the  extension  of  insurance  with 
regard  to  this?  Would  you  reduce  your  exposure  by  10  percent,  15 
percent?  Can  you  give  me  some  magnitude? 

Mr.  Isaac.  I  am  not  concerned  generally  about  the  practice  of 
brokers  selling  funds  to  banks.  There  is  nothing  wrong  with  that 
They  transfer  resources  from  one  part  of  the  country  to  another. 

What  I  am  concerned  about  is  the  fact  that  brokers  are  placing 
substantial  amounts  of  money  in  problem  banks  without  regard  to 
the  credit  quality  of  those  banks  and  it  is  costing  the  insurance  cor- 
poration and  FSLIC  substantial  amounts  of  money  and  is  creating 
an  unstable  situation  in  our  financial  system. 

We  intend  to  deal  with  that. 

Mr.  Vento.  That  means  that  you  are  going  to  interpose  yourself 
between  the  insured  financial  institution  member  and  the  qualita- 
tive relationship  of  these  brokers. 

Mr.  Isaac.  No;  I  am  going  to  get  out  of  the  way. 

Right  now  we  are  interfering  with  the  operation  of  the  market- 

flace  by  providing  a  100-percent  Federal  guarantee  to  these  funds, 
don't  have  any  problem  with  brokers  placing  money  in  problem 


Mr.  Vento.  On  the  deposits  you  mean. 

Mr.  Isaac.  Yes;  I  don  t  have  any  problem  with  brokers  placing 
money  in  problem  banks.  They  can  place  millions  of  dollars  in 
problem  banks,  if  they  want,  as  long  as  it  is  their  money  that  is  at 
risk. 

What  I  don't  want  to  have  continue  happening  is  brokers  are 
selling  FDIC  insurance,  and  that  is  simply  not  appropriate. 

Mr.  Vento.  Mr.  Gray,  what  is  your  view,  as  the  FSLIC?  Can  you 
tell  me  what  you  are  going  to  do? 

In  response  to  the  same  questions  that  I  addressed  to  Mr.  Isaac, 
would  you  try  and  respond?  I  guess  you  have  a  general  idea. 

Mr.  Gray.  Well,  we  do  have,  I  think,  substantial  supervisory  au- 
thority. 

Mr.  Vbnto.  Mr.  Gray,  excuse  me. 

I  am  aware  of  that,  of  course,  in  terms  of  the  FSLIC.  What  I  am 
interested  in,  is  your  legal  staff  going  through  the  same  machina- 
tions as  Mr.  Isaac's? 

What  has  your  statement  been  publicly  with  regard  to  control- 
ling money,  brokers  that  are  taking  money  that  you  are  insuring? 
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Mr.  Gray.  Well,  we  obviously  are  most  concerned  at  this  time 
about  it  and  we  have  supervisory  authority  to  address  the  effect  of 
abusive  practices  by  money  brokers  and  certainly  counterproduc- 
tive effects  on  our  weak  institutions.  In  fact,  just  yesterday  the 
Federal  Home  Loan  Bank  Board  sent  a  memorandum,-  a  directive 
to  our  12  principal  supervisory  agents  in  our  12  district  banks,  in 
which  we  require,  among  other  things,  that  for  those  institutions 
that  fail  to  meet  the  net  worth  requirement  and  are  in  the  catego- 
ry of  a  supervisory  or  troubled  institution,  that  any  brokered  de- 
posits over  5  percent  in  the  future,  rollovers  or  new  money,  will 
have  to  get  the  advance  approval  of  the  supervisory  agent,  along 
with  a  business  plan,  as  to  how  those  funds  are  going  to  be  used 

Mr.  Vento.  Did  you  testify  to  that  particular  fact  today? 

Mr.  Gray.  Yes. 

Mr.  Vento.  I  am  sorry,  I  did  not  read  your  entire  testimony. 

Mr.  Gray.  Yes;  and  Chairman  Isaac  is  going  to  be  doing  the 
same  thing  on  the  FDIC  side. 

Mr.  Vento.  Can  you  quantify  for  us  the  percentage  of  your  port- 
folio that  you  believe  is  impacted  by  the  coverage,  the  money 
broker  activity,  Mr.  Isaac  or  Mr.  Gray?  I  am  trying  to  get  a  quanti- 
fication. 

Can  you  give  me  a  percentage  of  your  exposure  here? 

Mr.  Isaac.  I  think  what  is  most  relevant  is  what  is  happening  in 
the  problem  of  failing  banks.  We  have  attached  to  our  testimony  a 
listing  of  the  72  banks  that  failed  during  1982  and  1983. 

Mr.  Vento.  I  agree  that  is  relevant.  I  am  trying  to  get  an  idea  of 
the  magnitude. 

Mr.  Isaac.  They  averaged  16  percentage  of  their  deposits  in  the 
form  of  fully  insured  brokered  funds.  The  failed  and  problem  banks 
are  the  ones  we  are  most  concerned  about. 

Mr.  Vento.  They  are  higher  than  other  banks.  But  you  would  be 
having  an  effect  on  all  banks,  wouldn't  you?  You  are  not  just  going 
to  be  dealing  with  these  banks  that  failed.  You  would  be  affecting 
all  of  them  in  terms  of  money  brokerage. 

Mr.  Isaac.  I  don't  intend  to  affect  any  banks  other  than  problem 
banks.  Through  our  supervisory  efforts,  we  are  going  to  be  going 
directly  to  the  problem  banks.  Through  our  insurance  changes,  we 
would  hope  to  encourage  money  to  go  where  it  should  go.  Right 
now  our  rules  are  encouraging  money  to  go  to  failing  banks. 

Mr.  Vento.  I  think  probably  that  you  will  be  affecting  all  banks 
insofar  as  this  particular  relationship. 

One  of  the  things  that  Mr.  Conover  and  Mr.  Partee  have  ad- 
dressed is  the  exposure  or  the  amount  of  insurance. 

Mr.  Conover's  statement  on  page  12 — can  correct  any  misunder- 
standing— is  saying  that  the  first  change  in  procedures  is  to  make 
depositors  whole. 

You  supervise  the  troubled  banks.  Do  you  agree  with  that  state- 
ment, that  uninsured  depositors  are  always  made  whole?  Wouldn't 
that  be  a  strong  signal  right  there,  not  only  talking  about  the  in- 
sured depositors,  but  uninsured  depositors? 

How  do  you  place  together  these  two  ideas  or  two  concepts  which 
seem  to  be  at  odds  with  regards  to  what  I  can  understand,  that  un- 
insured depositors  being  made  whole,  at  the  same  time  you  are 
losing  money  in  making  whole  others  that  are  insured? 
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Yet  you  are  saying  you  want  to  cut  down  those  insured  in  a 
sense  here.  I  am  confused. 

Mr.  Isaac.  I  agree  with  you  if  we  continue  our  practice  of 
making  uninsured  depositors  whole,  then  there  is  no  point  in  deal- 
ing with  the  money  broker  issue,  because  we  are  going  to  undo  on 
the  other  end  what  we  try  to  do  on  the  other  issue. 

But  I  happen  to  agree  with  Comptroller  Conover  that  we  have 
got  to  stop  making  uninsured  depositors  whole  in  every  case. 

Mr.  Vento.  Have  you  implemented  that  recently?  When  has  that 
policy  been  in  effect? 

Mr.  Isaac.  We  are  working  on  plans  right  now.  We  will  have  leg- 
islative language  to  you,  and  we  will  do  whatever  we  can  do  short 
of  legislation  through  our  own  efforts. 

Yes,  we  are  in  the  process  of  making  these  changes. 

Mr.  Vento.  I  can  appreciate  what  you  are  trying  to  do. 

I  suspect,  Mr.  Isaac,  we  have  had  talks  about  the  problems  a 
couple  of  years  ago,  which  we  appreciated  having.  But  I  am  a  little 
bit  confused  about  that,  since  you  are  seeking  powers,  yet  you  have 
certain  powers;  you  could  take  certain  actions,  but  you  have  not 
taken  them. 

Mr.  Isaac.  We  have  had  a  deposit  insurance  system  developed 
over  a  50-year  period.  We  have  to  make  some  changes  in  it  to  keep 
pace  with  the  deregulated  environment. 

We  submitted  a  study  to  the  Congress.  We  are  trying  to  do  what 
we  can  to  change  the  rules  where  we  can.  And  we  are  going  to  ask 
Congress  for  additional  authority. 

Mr.  Vento.  Mr.  Chairman,  my  time  has  expired.  I  will  refer  the 
same  question  to  Mr.  Gray  later  in  writing. 

It  speaks  for  itself.  You  say  you  don't  have  the  power.  It  seems  to 
be  a  split  personality  with  regard  to  this  issue. 

I  think  before  we  take  affirmative  action,  I  am  going  to  have  to 
have  that  clarified  in  my  mind. 

Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Schumer. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman. 

I  look  at  the  same  testimony  that  Mr.  Vento  looked  at  and  I  take 
a  sense  of  delight  in  what  Mr.  Isaac  said.  In  the  past,  he  hasn't 
thought  he  needs  legislation  for  anything.  So  it  is  quite  a  pleasant 
change  to  hear  that  maybe  he  does  think  the  Congress  has  some- 
thing to  do  with  the  process  of  financial  change  and  deregulation. 

It  is  worth  coming  to  this  hearing  to  hear  you  say  that,  Mr. 
Isaac.  You  have  restored  my  faith. 

I  also  might  remind  Mr.  Conover,  I  think  it  was  he  who  said  that 
the  people  behind  the  table  are  the  deregulation  committee,  and 
that  we  are  the  asset  committee. 

Well,  again,  you  could  look  at  that  two  ways.  On  the  one  hand, 
there  was  an  act  in  1980  that  we  had  something  to  do  with  in 
terms  of  deregulation  of  liabilities.  And  then  again,  there  is  Mr. 
Isaac — he  thinks  he  is  the  liability,  the  asset,  and  everything-in-be- 
tween  committee,  all  rolled  into  one. 

A  serious  question  now  for  Mr.  Conover.  Since  the  Penn  Square 
debacle,  have  you  increased  your  supervision  of  brokered  <' 
in  general? 

Mr.  Conover.  Yes. 
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Mr.  Schumer.  How  BO? 

Mr.  Conover.  By  looking  at  the  portion  of  brokered  deposits  that 
banks  have,  and  taking  a  look  at  the  same  time  at  what  their  asset 
quality  is — because  after  all,  what  really  matters  is  not  where  you 
got  the  money  but  what  you  are  doing  with  it.  It  is  conceivable  to 
me  that  you  could  have  a  bank  that  receives  a  very  large  portion, 
even  100  percent,  if  you  like,  of  its  deposits  from  brokers.  And  if 
those  deposits  were  put  to  good  use  on  the  asset  aide  of  the  balance 
sheet,  I  would  see  no  particular  problem. 

But  we  feel  that  a  large  percentage  of  brokered  deposits  in  a 
bank  raises  a  red  flag,  so  we  look  at  the  asset  quality  of  the  bank 
to  see  if  there  is  the  potential  for  a  problem.  We  intend  to  do  more 
of  that  in  the  future. 

Mr.  Barnard.  Would  the  gentleman  yield? 

Mr.  Conover,  didn't  you  also  mention  a  while  ago  you  were  re- 
quiring in  the  quarterly  statements  a  disclosure  of  brokered  funds? 

Mr.  Conover.  That  will  be  on  the  call  reports  that  were  collected 
as  of  September  30  for  the  first  time.  From  now  on,  we  will  be  get- 
ting that  information  on  a  regular  basis  for  all  banks. 

Mr.  Schumer.  The  next  question  I  had  to  ask  Mr.  Conover — have 
you  found  any  institutions  with  imprudent  deposit  brokering  activi- 
ties, since  Penn  Square? 

Mr.  Conover.  Well,  there  are  other  banks  that  have  failed.  In 
the  list  of  banks  Mr.  Isaac  provided  with  his  testimony,  of  some  72 
banks  that  failed  during  the  time  period,  16  of  them  were  national 
banks.  Eight  of  those  had  no  brokered  funds  in  them  at  all.  Two 
had  less  than  5  percent  of  their  assets.  And  the  remaining  6  had 
between  12  percent  and  75  percent  of  their  deposits  provided  by 
brokers. 

You  have  to  look  into  the  situation  in  each  individual  bank  to 
really  make  a  judgment  as  to  the  importance  of  the  brokered 
funds,  and  the  extent  to  which  brokered  funds  may  have  contribut- 
ed to  the  bank's  failure. 

Mr.  Schumer.  That  is  my  question,  not  the  percentage,  but  the 
imprudent  deposit  brokering  activities  contribute  to  the  failures. 

Mr.  Conover.  I  won't  say  that  imprudent  deposit  brokering  ac- 
tivities did.  Again,  it  comes  down  to  what  they  did  with  the  money. 
If  I  happen  to  get  deposits  through  a  broker  and  I  make  a  sound 
loan  with  it,  that  is  fine.  Admittedly,  a  deposit  brokerage  system 
enables  me  to  get  an  awful  lot  of  money  very  fast.  So  if  I  am  not  a 
very  good  banker,  and  I  want  to  take  on  a  lot  of  risk  in  a  hurry, 
either  consciously  or  unconsciously,  the  deposit  brokerage  system 
permits  me  to  do  that. 

As  I  said  in  my  testimony,  one  of  the  negative  effects  of  deposit 
brokerage  is  that  it  permits  a  small  problem  bank  to  get  to  be  a  big 
problem  bank  within  a  relatively  short  period  of  time.  But  I  still 
think  you  have  to  continue  to  look  at  the  asset  quality  side  of  the 
issue. 

Mr.  Schumer.  If  I  might,  I  will  ask  one  more  question. 

Chairman  St  Germain.  Has  your  time  expired? 

Mr.  Schumer.  No  one  has  given  me  a  little  sheet. 

My  next  question  relates  to  the  other  part  of  this  hearing.  All 
the  gentlemen  I  have  heard  here  have  said  that  they  would  like  to 
see  some  asset  deregulation  before  there  would  be  further  liability 
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deregulation.  Many  of  us  on  this  committee  think  that,  at  the  very 
minimum,  before  further  asset  deregulation  occurs  there  ought  to 
be  some  further  study,  and  some  of  us,  myself  anyway,  feel  that 
asset  deregulation  has  a  lot  of  problems. 

Would  you  be  for  some  kind  of  moratorium  to  prevent  asset  de- 
regulation from  occurring  piecemeal  until  Congress  can  come  to 
grips  with  that?  I  would  ask  Mr.  Callahan. 

Mr.  Conover.  Yes-no  is  the  answer.  Yea,  I  will  take  the  question, 
and  no,  I  would  not  be  in  favor  of  a  moratorium. 

Mr.  Schumer.  Why  is  that? 

Mr.  Conover.  I  think  there  have  been  lots  of  arguments  put  for- 
ward as  to  why  we  should  or  shouldn't  have  a  moratorium.  It  just 
seems  to  me  that  if  we  have  a  moratorium  on  getting  on  with  re- 
shaping the  legal  framework  within  which  our  financial  services 
industry  operates,  that  moratorium  is  not  simply  going  to  last  for  6 
or  12  months.  It  will  be  easy  to  extend,  time  will  pass,  and  those 
who  have  particular  advantage  because  they  have  already  gotten 
some  increased  powers  will  have  an  unfair  advantage  during  the 
moratorium.  The  simplest  and  most  blunt  way  to  say  it  is  that  it 
gives  Congress  an  excuse  and  an  opportunity  not  to  deal  with  the 
issue. 

Mr.  Schumer.  Let  me  ask  you  this:  Let's  take  the  following  hypo- 
thetical situation;  first,  that  is  that  the  moratorium  could  last  no 
more  than  18  months  and  could  not  be  extended,  and  second,  that 
some  kind  of  rollback  was  instituted  so  that  the  advantages  gained 
by  institutions  who  got  in  under  the  wire  were  not  serious. 

Every  time  I  hear  an  objection  to  a  moratorium,  it  is  said  Con- 
gress will  extend  it,  and  there  is  a  great  deal  of  speculation  by  the 
liability  committee  about  how  the  asset  committee  might  function. 
But  let's  forget  that  for  1  minute. 

What  about  the  concept  per  se  of  a  moratorium,  without  an  ex- 
tension? 

Mr.  Conover.  Well,  suppose  I  make  a  deal  with  you  for  a  mora- 
torium of  1  year  or  18  months,  as  you  say.  There  would  have  to  be 
a  guarantee,  if  you  like,  that  coming  out  on  the  other  side  would  be 
a  thorough  and  complete  review  of  the  legal  framework  within 
which  financial  services  are  offered,  and  that  framework  would 
have  to  include  expanded  powers  for  banks 

Mr.  Schumer.  You  can't  tell  me  what  the  outcome  will  be.  There 
could  only  be  one  moratorium  and  then  there  would  be  some  new 
legislation. 

Mr.  Conover.  And  that  the  legislation  would  be  very  broad. 

Mr.  Schumer.  You  are  sounding  more  and  more  like  Mr.  Isaac. 

Mr.  Conover.  I  think  that  is  a  deal  a  lot  of  people  would  make. 
The  problem  is  that  you  cannot  make  the  guarantee. 

Mr.  Schumer.  I  understand  that.  What  about,  Mr.  Isaac,  your 
views — if  we  could  pass  a  constitutional  amendment  that  the  mora- 
torium could  not  be  renewed,  but  we  have  18  months  to  study  this 
stuff  instead  of  some  regulators — I  can't  think  of  who  in  particu- 
lar— would  you  agree  with  what  Mr.  Conover  said?  In  other  words, 
is  the  objection  to  the  moratorium  not  to  the  moratorium  itself  but 
instead  that  it  would  transmogrify  itself  into  something  else? 

Mr.  Isaac.  It  would  do  what? 
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Mr.  Schumer.  Mr.  Isaac,  I  thought  you  knew  every  word  in  the 
dictionary. 

Mr.  Isaac.  I  would  favor  a  moratorium  if  you  can  pass  a  constitu- 
tional amendment  to  provide  it  could  not  be  extended. 

Mr.  Schumer.  Thank  you. 

I  yield  back  the  balance  of  my  time. 

Chairman  St  Germain.  I  would  like  to  make  an  observation  to 
the  regulators  who  say  no  moratorium.  Frankly,  I  take  offense  at 
the  regulators,  who  say  nothing  will  happen,  and  want  a  guarantee 
in  return.  I  look  at  it  as  a  bit  of  an  attempt  to  blackmail  because 
the  regulators  are  saying,  don't  put  on  a  moratorium,  and  unless 
you  start  doing  things  that  we  want  you  to  do,  enact  legislation  we 
want  enacted,  otherwise  we  will  do  by  regulation  what  you  don't 
want  us  to  do. 

So  I  want  to  make  it  very  clear  that  I  personally  take  offense  at 
being  told  no  moratorium  because  if  you  do,  you  will  just  extend  it 
and  extend  it  and  extend  it. 

Look  at  the  history  of  this  subcommittee  and  the  full  committee. 
It  would  militate  and  argue  against  that.  I  won't  even  ask  for  ob- 
servations because  I  am  sick  and  tired  hearing  those  statements 
that  come  from  the  regulatory  parties  that  come  within  our  juris- 
diction. 

Now  I  would  ask  you  this,  gentlemen.  You  are  very  concerned 
about  the  cost  of  U.K.  3535.  How  about  the  cost  to  the  people  who 
ever  since  the  prohibition  was  enacted  have  not  been  paid  for  the 
use  of  their  moneys  by  financial  institutions?  Have  we  taken  that 
into  account? 

Mr.  Isacc. 

Mr.  Isaac.  Yes,  and  that  is 

Chairman  St  Germain.  It  has  been  free  money  to  the  financial 
institutions. 

Mr.  Isaac.  It  has  not  been  entirely  free,  because  they  have  paid 
for  it  in  other  ways,  such  as  more  branch  offices,  more  personnel, 
free  checking  accounts. 

Chairman  St  Germain.  They  put  up  the  branch  offices  and  all 
those  things  in  order  to  increase  their  business. 

Mr.  Isaac.  I  understand.  But  I  think 

Chairman  St  Germain.  Not  as  a  convenience  to  the  customers, 
but  primarily  to  build  a  marble  palace. 

Mr.  Isaac.  What  I  am  saying  is  that  the  banks  have  not  been 
able  in  the  past,  because  of  the  interest  rate  restrictions,  to  com- 
pete directly  on  price,  so  they  have  tried  to  find  other  ways  to  at- 
tract business.  They  have  offered  customers  more  convenience  serv- 
ices, free  services. 

Chairman  St  Germain.  Mr.  Isaac,  have  you  ever  heard  of  one 
bank  or  one  State  organization,  banking  organization,  or  the  ABA, 
pleading  with  us  to  remove  the  prohibition  on  the  payment  of  in- 
terest on  checking  accounts? 

The  banks  had  never  asked  that  the  prohibition  be  removed.  So 
they  don't  do  these  other  things  because  they  are  upset  with  us  be- 
cause we  have  not  removed  the  prohibition.  Is  that  not  correct? 

Mr.  Isaac.  No. 

First  of  all,  I  am  not  arguing  that  we  should  not  be  concerned 
about  the  consumer.  I  am  agreeing  with  you — that  is  one  of  the  im- 
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portant  reasons  why  the  FDIC  favors  passage  of  this  legislation  and 
why  we  have  been  very  supportive  of  dismantling  rate  controls  in 
their  entirety— because  we  do  believe  that  savers  of  all  sizes  ought 
to  be  given  a  return  on  their  money  that  is  fair. 

Chairman  St  Germain.  Excuse  me.  Let  me  interrupt  you  for  a 
second. 

On  this  question  of  the  moratorium,  you  tell  us  if  we  invoke  the 
moratorium  nothing  will  happen.  I  recall  the  skeptics  who  stated, 
after  we  made  it  very  clear  we  were  going  to  phase  out  regulation 
Q,  and  the  differential,  that  it  would  never  happen,  and  that  they 
would  be  back  here  in  6  months. 

Mr.  Isaac.  On  that  issue,  I  have  a  more  important  reason  for  not 
wanting  a  moratorium  than  just  the  fear  that  it  will  get  extended 
and  extended — and  that  is  the  fact  that  we  have  to  get  on  with  de- 
regulation on  the  asset  side.  In  the  meantime,  I  don  t  see  anything 
happening  out  there  that  really  requires  a  moratorium.  And  it  is  so 
hard  to  come  up  with  a  moratorium  that  would  be  fair  and  equita- 
ble to  all  the  players. 

Chairman  St  Germain.  Some  of  us  may  try. 

Mr.  Isaac.  I  would  hope  that  we  could  spend  most  of  our  energies 
trying  to  devise  permanent  legislation,  not 

Chairman  St  Germain.  We  can  do  both.  We  have  that  capacity. 

Let's  get  back  to  the  payment  of  interest  on  demand  deposits. 
The  facts  still  remain  that  the  financial  institutions  for  years  have 
been  using  that  free  money  and  making  a  profit  on  it.  They  go 
even  further. 

How  about  the  bill  that  has  been  introduced  here  to  deal  with 
the  joke  that  the  banks  have  been  playing:  You  deposit  the  check 
somebody  sent  you  in  payment  of  a  bill,  and  perhaps  for  2  weeks 
you  don  t  get  any  credit  or  any  interest  on  that  deposit.  Of  course 
if  you  check  it  out  you  find  that  the  reason  for  the  delay  is  a  bit 
phony. 

Mr.  Isaac.  Banks  have  been  malting  a  profit  on  checking  ac- 
counts I  presume 

Chairman  St  Germain.  Rather  substantially.  And  they  don't 
want  the  thrifts  to  have  that  because  they  figure  they  will  make 
the  profit  too. 

Mr.  Isaac.  There  is  some  reluctance  to  allow  the  thrifts  into  the 
area  on  the  part  of  the  banking  industry.  I  do  not  find  that  the 
profits  in  the  banking  industry  in  terms  of  return  on  equity  are  ex- 
cessive at  all.  They  are  below  most  other  industries.  Their  overall 
profit  levels  are  not  excessive  by  any  stretch  of  the  imagination — if 
they  have  to  pay  interest  on  checking  accounts  they  are  going  to 
have  to  find  ways  to  make  up  those  lost  profits  somewhere  else. 

Chairman  St  Germain.  Mr.  Gray. 

Mr.  Gray.  Well,  I  have  expressed  my  strong  support  for  the  legis- 
lation, H.R.  3535.  I  believe  that  thrifts  ought  to  be  able  to  do  this, 
as  I  have  suggested  before — I  think  it  provides  the  kind  of  opportu- 
nities that  these  principally  home  mortgage  lending  institutions 
need  to  access  funds.  Certainly  thrift  institutions  are  looking  for- 
ward to  the  prospect  or  opportunity  of  doing  that 

And  with  respect  to  the  interests  of  the  consumer,  I  can  think  of 
no  kind  of  financial  institution  that  has  been  more  consumer-ori- 
ented over  the  years  than  thrift  institutions.  And  I  think  this  will 
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give  them  another  opportunity  to  demonstrate  that  commitment  to 
consumers  that  they  have  had. 

Chairman  St  Germain.  I  am  glad  to  hear,  not  only  from  you,  but 
from  the  organizations  representing  the  thrifts,  that  they  would  be 
happy  to  adopt  this  legislation  and  pay  interest  on  these  accounts. 
They  are  not  complaining  about  the  fact  it  might  cost  them  money. 

This  is  really  an  example.  The  commmercial  banks  don't  want  to 
give  up  the  profit  that  they  have  been  making.  The  thrifts  are 
happy  to  pay  for  the  use  of  this  money.  Isn't  that  a  fact,  Governor 
Partee? 

Mr.  Partee.  Because  they  don't  have  very  much  of  it  at  the 
present  time;  yes. 

Chairman  St  Germain.  That  is  right,  Governor  Partee. 

The  commercials  have  it.  They  have  the  free  money  to  play  with, 
to  use,  and  make  a  profit  on.  They  don't  like  the  idea  of  losing  a 
profit. 

The  thrifts  say,  hey,  we  would  like  to  get  into  this  game  because 
it  means  we  will  have  additional  funds  to  work  with  and  yes,  we 
will  have  to  pay  a  fair  amount  of  return  on  the  depositor.  Isn't  that 
what  it  boils  down  to? 

Mr.  Partee.  It  is  very  hard  in  today's  environment  to  justify  pro- 
hibition of  payment  of  interest,  Mr.  Chairman,  and  I  think  that  is 
one  of  the  reasons  we  are  all  favoring  that  it  now  be  ended.  But  I 
would  remind  you  that  this  was  an  act  of  Congress  50  years  ago 
and  that  a  whole  structure  has  been  built  up  on  the  basis  of  that 
noninterest  payment,  including  the  branches  and  the  facilities  that 
were  being  offered  and  the  services  offered  to  business  customers. 

I  think  the  only  point  is  that  even  though  it  may  be  in  the  ab- 
stract wrong,  the  wrench  of  the  change  is  something  we  do  have  to 
be  concerned  about.  And  that  is  why  we  spoke  of  the  cost  to  the 
banks. 

Chairman  St  Germain.  Some  of  the  branches  are  so  big  they 
could  be  converted  to  condominiums  to  make  a  lot  of  money. 

Mr.  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Chairman. 

I  would  like  to  raise  a  tangential  issue  as  to  whether  this  country 
ought  to  move  toward  more  universal  Federal  deposit  insurance. 

My  interest  springs  in  part  from  the  recent  failure  of  an  unin- 
sured bank  in  my  district.  In  part,  it  springs  from  the  fact  that  it 
looks  as  if  our  economy  is  changing  so  fast  that  the  banking  system 
may  suffer  more  wrenches  than  it  has  over  the  last  several  dec- 
ades. So  my  question  is,  Mr.  Partee,  do  you  think  any  bank  in  the 
United  States  ought  to  have  the  right  to  be  uninsured,  whether  it 
has  a  Federal  charter  or  not?  And  second,  do  you  think  the  State 
insurance  systems  are  as  safe  as  Federal  deposit  insurance? 

Mr.  Partee.  Well,  Mr.  Leach,  on  the  first  question,  of  course 
they  have  had  the  right  to  be  uninsured  since  the  beginning  of  the 
country.  And  so  the  question  is,  is  there  a  public  interest  in  requir- 
ing that  they  in  fact  be  insured? 

I  think  that  is  a  proper  matter  for  the  Congress  to  take  up,  and 
one  could,  I  think,  determine  that  it  is  in  the  public  interest  to  re- 
quire the  depositories  to  be  insured.  Now  I  say  depositories,  be- 
cause I  really  don't  see  any  difference  in  terms  of  loss  to  a  family, 
between  losing  in  a  credit  union  or  a  savings  and  loan  or  a  bank.  It 
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is  a  serious,  serious  loss,  and  it  seems  to  me  one  would  have  to 
decide  where  to  draw  the  line. 

I  presume  you  would  not  draw  the  line  at  the  point  to  include,  as 
I  read  in  the  paper  this  morning,  the  people  who  have  deposited  in 
the  gold  bullion  depositories  and  have  lost  $100  million,  apparently, 
because  the  certificates  are  not  there,  the  gold  is  not  there.  But 
there  are  questions  like  that  of  exactly  where  the  line  should  be 
drawn,  and  the  Congress  would  have  to  decide  on  that. 

Now,  it  would  of  course  make  inoperative  the  State  insurance 
funds.  Not  all  States  have  them,  and  they  vary  quite  a  bit  from  one 
State  to  another.  Some  in  my  view  are  sounder  than  others,  and  in 
some  States  there  are  no  insurance  funds  at  all.  But  that  would  be 
a  problem  that  would  have  to  be  dealt  with,  if  there  were  to  be  a 
universal  Federal  insurance  program. 

Mr.  Leach.  Do  you  think  if  Congress  were  to  move  toward  uni- 
versalizing standards  we  would  want  to  look  seriously  at  the  var- 
ious State  insurance  funds? 

Mr.  Paktee.  We  have  had  a  couple  of  involvements  at  the  Feder- 
al Reserve  with  the  State  insurance  funds  in  the  case  of  failing  in- 
stitutions in  the  last  year  or  two,  and  sometimes  you  find  out  they 
are  not  really  State  insurance  funds.  They  are  insurance  funds  of 
the  industry  that  have  been  put  together  under  State  auspices,  and 
in  fact  when  you  try  to  test  them  for  liquidity  or  anything,  they 
don't  have  it.  Therefore,  we  have  approved  a  couple  of  mergers 
that  we  might  not  have  approved  because  the  State-associated  in- 
surance fund  simply  could  not  afford  to  absorb  the  loss. 

On  the  other  hand,  when  I  go  up  to  New  England,  the  people 
there  tell  me,  look,  our  insurance  fund  is  older  than  the  Federal 
fund  and  it  is  better.  I  don't  know  if  it  is  better  or  not,  but  there  is 
a  great  deal  of  local  pride  in  the  character  of  those  insurance  funds 
up  there. 

Mr.  Leach.  Does  the  Federal  Reserve  have  any  studies  on  the 
various  State  insurance  systems? 

Mr.  Partee.  I  don't  think  we  have  anything  that  detailed,  Mr. 
Leach.  Perhaps  Bill  Isaac  has  done  something  on  this. 

Mr.  Leach.  Mr.  Isaac,  do  you  have  such  a  study? 

Mr.  Isaac  We  have  a  fair  amount  of  information  about  the  var- 
ious State  plans  in  the  insurance  study  we  submitted  this  spring.  If 
you  want  something  beyond  that,  we  could  certainly  get  it.  We  did 
a  fair  amount  of  background  work  before  submitting  the  study. 

Mr.  Leach.  I  will  have  my  staff  work  with  you. 

In  your  statement  you  indicated  the  current  insurance  coverage 
is  sufficient  for  the  stability  of  the  whole  system.  Sometimes,  how- 
ever, there  is  a  difference  between  systemic  concerns  and  concerns 
that  arise  in  individual  instances.  The  latter  can  be  quite  wrench- 
ing. 

Mr.  Isaac.  I  agree  with  you. 

I  share  the  concern  about  what  happened  in  your  own  State  re- 
cently. There  has  been  a  feeling  thus  far,  though,  that  a  require- 
ment that  State  institutions  participate  in  the  Federal  deposit  in- 
surance system  should  not  be  imposed  on  each  State — that  the  citi- 
zens of  that  State  should  make  up  their  minds  what  kind  of  system 
they  want.  All  national  banks  must  be  members  of  the  FDIC.  All 
State  banks  that  are  members  of  the  Federal  Reserve  must  be 
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members  of  the  FDIC.  All  subsidiaries  of  bank  holding  companies 
must  be  members  of  FDIC. 

So  what  we  are  talking  about  are  State  banks  that  are  not  mem- 
bers of  the  Federal  Reserve  System  and  are  not  members  of  bank 
holding  companies.  Even  there,  many  States  require  their  State 
banks  to  be  members  of  the  FDIC.  So  it  is  only  a  few  States  where 
you  have  the  choice  of  not  being  a  member  of  the  FDIC. 

The  feeling  at  the  Federal  level  heretofore,  has  been  that  if  Iowa 
wants  to  impose  FDIC  on  its  banks,  it  ought  to  do  so. 

I  frankly  think  it  ought  to.  But  I  question  whether  there  is  an 
overriding  Federal  interest  in  the  200  or  so  commercial  banks  that 
are  not  insured  in  this  country,  such  that  you  want  to  order  the 
States  to  join  the  FDIC  system.  I  frankly  think  the  FDIC  system  is 
the  way  to  go,  and  that  these  State  plans  are  not  desirable.  But 
that  is  an  opinion. 

So  far  the  Congress  has  not  been  willing  to  bite  that  bullet. 

Mr.  Leach.  All  I  can  respond  is  that  when  you  are  dealing  with  a 
small  percentage  of  total  banking  assets  in  the  country,  there  is  a 
tendency  to  disregard  its  import,  until  you  start  seeing  problems. 

One  of  the  issues  that  arises  is  whether  banks  without  Federal 
deposit  insurance  might  be  slightly  weaker  than  they  otherwise 
should  be.  At  one  time  in  Iowa,  uninsured  banks  were  really  quite 
strong.  But  what  happens  is  that  as  generations  pass,  the  situation 
can  change.  Management  can  fall  apart  as  can  the  economy  in  a 
local  area. 

While  this  issue  is  not  of  overwhelming  national  import,  it  is  of 
more  than  minor  import  to  the  person  who  ends  up  losing  his  life's 
savings  in  an  uninsured  institution. 

Mr.  Isaac.  There  are  two  questions  I  would  pose  that  would  have 
to  be  addressed  in  connection  with  any  legislation  in  this  area.  One 
is:  What  are  you  going  to  do  if  the  institution  does  not  qualify  for 
insurance;  it  is  required  to  get  insurance  but  will  the  FDIC  grant 
it?  Second,  Governor  Partee  pointed  out,  we  are  not  just  talking 
about  banks.  In  Tennessee  recently  we  had  an  industrial  loan  com- 
pany that  had  some  $80  million,  in  funds  raised  from  small  deposi- 
tors from  throughout  the  area  that  were  uninsured,  and  the  insti- 
tution was  basically  unsupervised. 

What  are  you  going  to  do  about  that  kind  of  institution  which 
caused,  I  suspect,  a  lot  more  harm  in  Knoxville  than  the  much 
smaller  institution  did  in  Iowa?  Are  we  going  to  cover  those  types 
of  institutions  or  confine  it  to  commercial  banks? 

Mr.  Leach.  With  regard  to  the  qualification  issue,  I  would  be 
confident  that  if  any  legislative  body  were  going  to  respond  to  this 
issue,  there  would  be  a  clear  understanding  that  the  FDIC  would 
have  the  right  to  accept,  or  refuse  institutions.  If  an  institution 
didn't  meet  FDIC  standards,  it  would  perhaps  be  given  a  period  of 
time  to  meet  them,  and  if  it  failed  to  meet  them,  it  might  lose  its 
right  to  operate  as  a  bank.  Rather  than  giving  the  FDIC  a  bunch  of 
weak  institutions  to  support,  the  weak  institutions  would  have  to 
become  stronger,  and  if  they  did  not  become  stronger,  their  bank- 
ing business  might  be  terminated.  That  would  be  my  approach. 

But  I  think  the  bigger  issue,  and  one  Mr.  Partee  raised,  is  the 
definitional  one:  How  wide  a  spectrum  of  institutions  should  be  in- 
cluded. That  could  be  a  difficult  can  of  worms  to  cope  with.  I  think 
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the  Congress  would  have  to  work  very  closely  with  the  regulators 
to  come  up  with  some  sort  of  definitional  approach. 

Mr.  Isaac.  I  indicated  that  at  this  point  we  are  not  supporting 
enactment  of  the  legislation.  However,  we  are  more  than  willing  to 
work  with  you  in  developing  such  legislation  should  you  desire  it. 

Mr.  Leach.  I  appreciate  that.  I  would  indicate  that  I  am  just  one 
member  of  this  committee.  The  Chairman's  impact  would  be  great- 
er than  my  own,  and  other  members  of  the  committee  would  have 
to  concur  in  this  type  of  approach. 

Thank  you. 

Chairman  St  Germain.  Mr.  Garcia. 

Mr.  Garcia.  Mr.  Chairman,  I  am  very  sorry  I  missed  the  testimo- 
ny of  the  five  witnesses.  And  there  may  be  a  series  of  questions  I 
would  like  to  ask,  and  I  would  just  beg  their  indulgence  and  ask 
them  if  I  could  get  it  to  them  in  writing,  if  they  would  be  kind 
enough  to  respond  to  the  questions.  I  was  at  another  hearing  which 
just  terminated  20  minutes  ago,  so  please  forgive  me  for  not  being 
here  when  you  testified. 

Chairman  St  Germain.  At  this  point,  I  ask  unanimous  consent 
that  all  members  have  an  opportunity  to  submit  written  questions 
to  the  very  distinguished  panel. 

Mr.  Barnard. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman. 

Again,  I  have  three  very  simple  questions  I  would  like  to  present 
to  the  panel.  No.  1  is  that  we  have  discussed  to  some  degree  this 
morning  the  moratorium  issue,  and  I  don't  want  to  get  too  far 
afield  with  that  but  to  ask  if  you  would  address  this. 

Wouldn't  a  very  simple  structure  of  the  law  identifying  what  a 
bank  is  under  4(cX8)  solve  a  lot  of  the  problems  that  we  are  having 
today  that  has  caused  the  need  for  a  moratorium?  In  other  words, 
Mr.  Conover,  if  you  had  a  definition  that  a  bank  was  a  bank  that 
took  demand  deposits  or  that  all  deposits  were  insured  by  the 
FDIC,  wouldn't  that  solve  some  of  the  problems  that  you  are 
having  to  address  today  with,  say,  the  dimension  problem? 

Mr.  Conover.  I  think  the  definition  of  a  bank  is  a  fundamental 
issue  that  needs  to  be  debated.  I  happen  to  have  a  definition  that  I 
prefer,  but  then  there  are  others  who  have  definitions  that  they 
prefer. 

Mr.  Barnard.  But  regardless  of  what  it  may  be,  if  that  was  iden- 
tified, say,  within  the  next  30  days,  wouldn  t  that  solve  a  lot  of 
problems  and  maybe  be  a  substitute  for  a  moratorium  issue? 

Mr.  Conover.  It  would  certainly  clarify  a  lot  of  the  issues  and 
uncertainty  that  exist  in  the  marketplace  today. 

Mr.  Partes.  It  would  be  helpful.  That  is  one  element  of  our  pro- 
posed moratorium  bill. 

Mr.  Bahnard.  We  have  waited  for  6  or  7  months  to  get  that. 

Mr.  Partee.  I  realize  that.  I  think  the  Board's  view  would  be 
that  this  would  have  to  extend  to  savings  and  loans,  as  well  as  de- 
fining a  bank,  or  it  would  not  solve  the  problem.  You  would  just 
shift  the  interest  of  the  nonbank  acquirers  from  the  banks  to  the 
savings  and  loan  business  if  you  didn't  do  something  parallel  in 
that  area. 

Mr.  Isaac.  That  would  solve  the  problem  of  giving  us  guidance 
on  how  to  handle  the  applications  that  are  currently  before  ub,  like 
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the  one  you  mentioned  and  many  others  involving  Travelers,  Pru- 
dential, American  Express,  and  the  like.  But  there  are  a  host  of 
other  issues  that  it  doesn't  address. 

I  would  like  to  see  a  much  broader  bill  be  adopted  as  soon  as  pos- 
sible. 

Mr.  Barnard.  Mr.  Gray. 

Mr.  Gray.  I  think  I  at  least  tried  this  morning — I  don't  know 
what  success  1  have  had — to  point  out  that  thrifts  are  not  banks, 
they  never  were,  they  aren't  today,  and  I  don't  anticipate  they  will 
be  in  the  foreseeable  future.  But  I  certainly  would  like  to  have  a 
definition  of  what  a  commercial  bank  is. 

I  am  not  sure  what  a  commercial  bank  is.  I  know  a  lot  more 
about  what  a  thrift  is. 

Mr.  Barnard.  Mr.  Chairman,  I  might  say  that  I  think  that 
would  be  an  interesting  research  project  on  the  part  of  the  staff  to 
determine  if  a  simple  definition  under  4(cX8)  could  come  forth 
quickly;  that  we  could  substitute  it  for  the  moratorium  issue  and 
maybe  accomplish  something  in  the  meantime. 

Mr.  Callahan,  recently  I  received  a  copy  of  a  letter  that  the 
chairman  of  the  committee  had  addressed  to  you  regarding  the 
common  bond.  Have  you  had  an  opportunity  to  acknowledge  that 
letter  yet? 

Mr.  Callahan.  We  have  been  working  on  it,  and  it  would  be  my 
fond  hope  that — as  you  are  aware,  it  is  a  very  extensive  letter  in- 
volving a  lot  of  questions — that  before  this  week  is  out  I  would  be 
able  to  forward  a  response  to  the  chairman  for  distribution  to  the 
committee. 

Mr.  Barnard.  In  your  testimony  on  page  3 

Chairman  St  Germain.  If  you  can't  respond,  just  give  me  a  par- 
tial response  and  finish  it  up  later  with  a  supplemental. 

Mr.  Callahan.  It  is  an  extensive  response  now.  I  hope  before  the 
week  is  out 

Chairman  St  Germain.  We  will  he  awaiting  it  with  bated  breath. 

Mr.  Barnard.  I  don't  know  if  this  is  a  forecast  of  what  you  are 
going  to  tell  the  chairman,  but  on  page  3  you  say,  "I  first  suggest 
that  the  share  draft  authority  be  extended  to  the  sponsoring  orga- 
nization of  credit  unions." 

Are  you  talking  about  Lockheed  Georgia,  Georgia  Pacific,  the 
U.S.  Navy?  It  looks  like  you  are  getting  into  the  commercial  bank- 
ing business  right  quickly  with  that  suggestion. 

Mr.  Callahan.  Congressman,  that  really  wasn't  the  intention — 
to  get  into  the  commercial  banking  business.  It  was  just  a  reflec- 
tion that  many  sponsors  view  their  credit  unions  as  an  employee 
benefit  and  in  fact  do  subsidize  it  to  one  degree  or  another.  They 
might  prefer  to  put  a  checking  share  draft  deposit  in  the  credit 
union  should  they  be  allowed,  for  their  cafeteria  account  or  what- 
ever, in  the  hopes  that  that,  in  effect,  would  help  the  credit  union 
along. 

I  don't  think  anyone  had  any  such  a  broad  anticipation  that  they 
were  trying  to  get  into  the  banking  business.  Commercial  loans,  et 
cetera,  have  nothing  to  do  with  it.  I  do  see  that  if  the  sponsor  chose 
to  use  a  share  draft  account  with  his  credit  union,  it  would  help 
the  credit  union,  and  they  may  choose  to  do  that. 
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Mr.  Barnard.  Is  it  the  direction  of  your  organization  now  to 
broaden  more  and  more  the  common  bond  situation?  I  recall  that 
there  was  some  discussion  a  month  ago — and  I  addressed  it  at  the 
convention  in  Jackson  Hole — and  I  really  questioned  the  steps  that 
are  seemingly  coming  about.  But  to  stretch  that  common  bond,  say, 
to  all  Federal  retired  people,  that,  to  me,  looks  like  getting  out  of 
the  category  of  the  common  bond  as  we  have  known  it  and  have 
supported  it  within  the  credit  union  concept. 

Is  your  policy  to  move  forward  with  a  lengthening  of  the 
common  bond?  That  is  just  a  yes  or  no  question. 

Mr.  Callahan.  A  yes  or  no  question?  All  I  could  give  you  is  a  yes 
or  no  answer. 

Mr.  Barnard.  But  you  have  got  a  yes 

Mr.  Callahan.  I  would  be  glad  to  get  a  very  extensive  answer  to 
you  on  the  subject. 

Mr.  Barnard.  I  think  all  of  it  has  some  association  with  what  we 
are  talking  about  today,  and  that  is  deregulation  and  how  far 

Mr.  Callahan.  I  understand,  Congressman.  You  say  really  what 
is  the  intent.  We  have  all  been  aware  of  the  problems  that  the 
thrifts  have  had  recently  and  the  need — the  word  "survive"  has 
been  used  a  lot,  and  we  have  found  that  so  many,  many  of  our 
credit  unions  have  been  closely  tied  to  sponsors  that  have  closed, 
which  dramatically  curtailed  their  employment  base. 

I  know  that  you  have  been  aware — we  are  all  aware — of  these 
grave  problems  that  we  have  had  in  this  recession,  and  since  credit 
unions  are  locked  into  a  common  bond,  it  has  had  a  severe  impact 
on  many,  many  of  the  credit  unions.  And  we  have  been  doing  the 
best  we  can  to  keep  these  financial  institutions  as  viable  as  they 
can  be,  because  we  find  that  when  the  sponsor  closes,  that  is  the 
time  the  credit  union  member  needs  his  credit  union  the  most. 

Mr.  Barnard.  I  know  that  there  is  a  very  great  interest  there, 
and  I  support  credit  unions;  I  support  the  concept.  But  I  fear  the 
direction  we  are  moving  to  a  much  more  expanded  definition  of  the 
common  bond. 

Let  me  get  to  another  point.  Nothing  has  been  said  this  morning 
about  how  credit  unions  and  others  have  depended  upon  annual  re- 
ports of  financial  institutions  to  support  their  deposits  at  these  var- 
ious institutions. 

Do  you  think  that  we  ought  to  consider  somehow  the  banking 
agencies  monitoring  or  having  some  control  over  CPA's?  You  know, 
the  SEC  has  jurisdiction  over  the  statements  that  are  prepared  by 
CPA's.  And,  of  course,  Mr.  Isaac  and  Mr.  Conover  know  that  in  the 
instance  of  Penn  Square  and  United  American  Bank,  just  several 
days  before  they  were  closed  there  was  a  CPA  statement  showing 
the  solvency  of  these  institutions. 

So  I  would  like  you  to  address  whether  or  not  you  think  that  we 
ought  to  move  toward  having  some  regulation  of  CPA's  and  their 
letters  of  certification  by  bank  agencies. 

Left  to  right,  or  right  to  left? 

Mr.  Conover.  I  will  try. 

First  of  all,  I  think  that  the  key  is  to  have  better  disclosure  of 
the  financial  performance  by  both  banks  and  thrifts  to  the  various 
publics  that  they  serve,  and  I  think  we  are  a  long  way  from  having 
the  type  and  extent  of  disclosure  that  we  would  like  to  have.  As  a 
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matter  of  fact,  we  are  doing  some  work  with  the  FDIC  now  to  de- 
velop a  standard  for  voluntary  disclosure  that  would  be  made  on 
the  part  of  banks  that  are  not  registered  with  the  SEC  and  there- 
fore not  subject  to  SEC  kinds  of  reporting  requirements. 

As  far  as  the  CPA's  are  concerned,  I  think  that  the  two  instances 
that  you  cite  are  unfortunate  for  that  profession  because  they  tend 
to  taint  the  profession  as  a  whole,  to  some  degree.  I  think  we 
should  remember  that  at  the  same  time  those  two  instances  oc- 
curred, there  were  many,  many  thousands  of  CPA  audits  being 
done  appropriately  that  did  reflect 

Mr.  Barnard.  Mr.  Comptroller,  are  you  familiar  with  the  SECs 
citations  of  errors  reported  by  CPA's? 

Mr.  Chairman,  it  is  a  volume  several  inches  thick. 

Chairman  St  Germain.  Would  the  gentleman  yield? 

Mr.  Barnard.  Yes. 

Chairman  St  Germain.  Is  the  Comptroller  telling  us  that  the 
only  two  instances  where  CPA  firms  have  misstated  the  financial 
conditions  of  financial  institutions  are  the  two  that  were  just  men- 
tioned by  Mr.  Barnard? 

Mr.  Conover.  Of  course  not. 

Chairman  St  Germain.  Thank  you. 

Mr.  Barnard.  It  is  amazing  to  me  the  number  of  errors  that 
have  been  made  in  this  regard.  If  that  many  errors  are  being  made 
with  corporations  filing  with  SEC,  I  am  just  thinking  where  in  the 
world  are  we  with  banks? 

I  don't  guess  that  you  and  Mr.  Isaac  or  the  Federal  Reserve  nec- 
essarily look  at  those  annual  reports  and  just  take  them  at  face 
value,  but  some  people  do. 

Mr.  Conover.  Well,  I  don't  think  that  we  ought  to  get  in  the 
business  of  regulating  the  CPA's.  And  by  "we",  I  mean  the  organi- 
zations represented  at  this  table. 

Mr.  Barnard.  Mr.  Isaac,  when  there  is  a  certification  and  the 
bank  fails,  isn't  there  some  action  the  FDIC  takes  against  the 
CPA? 

Mr.  Isaac.  Thet-p  are  a  couple  of  effective  ways  to  get  the  ac- 
counting profession  to  correct  some  of  the  problems — and  there  are 
some  problems.  One  is  the  negative  publicity  that  accompanies  a 
bank  failure  and  the  resulting  injury  to  the  reputations  of  the  ac- 
counting firms.  When  you  do  something  like  a  United  American 
Bank  or  a  Penn  Square,  you  lose  credibility.  The  public  begins  to 
think  your  statements  aren't  worth  the  paper  they  are  written  on, 
and  other  banks  tend  not  to  want  to  hire  you.  So  you  do  have  some 
incentive  just  by  the  natural  forces  of  the  marketplace  to  do  a 
decent  job. 

Second,  as  you  noted,  the  FDIC  does  bring  suit  frequently  against 
auditing  firms  that  have  not  reflected  accurately  the  condition  of 
banks.  We  have  a  very  high  success  rate  in  those  suits  and  have 
collected  substantial  sums  of  money.  I  don't  think  we  have  filed 
suit  yet  in  the  two  you  mentioned,  but  I  will  be  surprised  if  we 
don't. 

Mr.  Barnard.  Mr.  Partee. 

Mr.  Partee.  Mr.  Barnard,  this  is  a  new  idea  and  I  really  am  not 
prepared  to  make  any  kind  of  a  conclusion  on  it  at  this  point. 
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I  would  point  out  that  the  theory  of  the  administration  of  the 
two  kinds  of  agencies — the  SEC  with  respect  to  corporate  disclo- 
sures, and  the  bank  regulatory  agencies — has  been  quite  different. 
The  bank  regulatory  agencies  depend  on  their  official  reports  to 
report  the  condition  of  the  bank  to  the  public.  Indeed,  we  require 
that  they  be  published  in  the  press  after  each  report,  and  we  have 
used  that,  which,  incidentally,  is  certified  by  the  bank  management 
as  being  accurate  as  a  way  of  disclosing;  whereas,  the  SEC  has 
never  had  such  a  required  report.  They  have  required  a  certifica- 
tion. 

We  haven't  had  certification  generally  as  a  requirement  in  the 
banking  business  until  very  recent  years.  I  well  recall  when  the 
regulations  on  registered  securities  were  determined  by  the  bank- 
ing agencies  in  the  early  sixties,  that  it  was  said  that  it  would  be 
impossible  to  require  certification  because  there  weren't  enough 
CPA's  to  do  the  business.  However,  now  it  is  common. 

I  see  your  point.  And  I  think  what  you  are  really  asking  is 
should  examination  extend  its  scope  to  examining  in  some  kind  of 
an  oversight  way  the  work  that  the  CPA's,  if  any,  have  done?  And 
I  would  want  to  reserve  on  that  at  this  point. 

Mr.  Barnard.  Mr.  Callahan,  would  you  agree  that  many  of  the 
credit  unions  that  lost  money  were  dependent  upon  annual  reports 
of  those  institutions  for  their  credibility? 

Mr.  Callahan.  Yes. 

Mr.  Barnard.  Let  me  ask  Mr.  Isaac  and  Mr.  Conover  and  Mr. 
Partee  as  well:  Do  you  think  that  CPA's  should  be  allowed  to 
borrow  money  from  the  banks  they  are  examining? 

Mr.  Isaac.  No. 

Mr.  Partee.  No. 

Mr.  Conover.  No. 

Mr.  Barnard.  That  is  for  the  record,  Mr.  Chairman. 

Chairman  St  Germain.  You  just  established  the  record. 

Mr.  Barnard.  I  have  just  one 

Chairman  St  Germain.  Even  the  Fed  said  no  without  qualifica- 
tion. 

Mr.  Barnard.  I  think  we  have  done  the  Fed  a  great  service  this 
morning. 

Mr.  Gray,  I  don't  know  whether  I  am  listening  to  a  different 
voice  coming  from  your  office  or  not,  but  in  the  7  years  that  I  have 
sat  here  on  this  committee — with  great  pleasure,  Mr.  Chairman — it 
seems  that  I  heard  a  voice  of  deregulation  and  a  voice  that  said, 
"Let's  let  the  savings  and  loans  do  everything  that  banks  can  do." 
And  I  have  been  convinced  that  was  the  way  to  go. 

Now,  all  of  a  sudden,  I  get  a  different  interpretation  of  where 
you  want  to  go.  Also  I  don't  think  I  am  the  only  one  that  is  missing 
the  point,  because  all  across  the  country  savings  and  loans  are 
even  changing  their  names.  There  are  now  names  like  Bankers 
First — bankers  this,  bankers  that.  If  they  are  not  preparing  for  the 
banking  arena,  I  don't  see  why  they  are  changing  their  names. 

So  I  must  say  that  I  get  a  different  viewpoint  from  what  you  are 
telling  me  now.  I  am  not  saying  it  is  wrong,  but  Congress  needs  to 
know  where  the  Home  Loan  Bank  Board  wants  to  go.  I  don't  want 
us  to  be  confused  as  to  where  you  want  the  direction  of  the  savings 
and  loan  industry  to  go. 
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Mr.  Gray.  First  of  all,  in  Gam-St  Germain  there  was  a  provision 
which  permitted  a  savings  and  loan  to  become  a  savings  bank.  But 
my  understanding  of  that  is  that  it  is  pretty  much  a  matter  of  no- 
menclature rather  than  anything  else.  And  I  suppose  that  some  in- 
stitutions, because  of  the  problems  that  savings  and  loans  had  in 
this  period,  might  have  felt  for  one  reason  or  another  that  they 
wanted  to  be  a  savings  hank.  Savings  bank,  savings  and  loan — that 
is  pretty  much  the  same.  In  any  event,  the  optional  nomenclature 
was  specifically  authorized  in  the  legislation. 

But  when  I  was  in  the  administration  during  most  of  the  period 
of  time  when  what  became  known  as  the  Garn-St  Germain  bUl  was 
developed  and  ultimately  passed,  there  was  some  uncertainty  as  to 
what  could  possibly  be  expected  from  Congress  on  this.  In  fact,  as 
you  well  remember,  it  was  only  at  the  11th  hour — the  11th  hour 
and  59th  minutes — before  the  Congress  went  into  recess,  that  this 
bill  was  passed,  and  the  bill  providing  savings  and  loans  a  measure 
of  additional  asset  authority. 

But  even  today — and  probably  you  are  going  to  find  this  true  in 
the  next  2  or  3  years,  at  least — most  savings  and  loans  are  merely 
trying  to  recover  from  the  difficulties  that  they  have  had,  and  it  is 
going  to  take  time  for  them  to  learn  how  to  use  these  new  powers. 
But  I  think  you  have  to  keep  in  mind  what  savings  and  loans  have 
been  and  the  kind  of  regulatory  apparatus  that  they  operate  under. 

I  question  myself  whether  it  would  be  justifiable  to  have  thrift 
institutions  which  became  commercial  banks,  and  still  maintain  a 
Federal  home  loan  bank  system  with  the  particular  benefits  that 
that  system  confers  on  housing  lenders.  So  thrifts  are  a  part  of  the 
system.  And  the  only  reason  for  the  continued  existence  of  that 
kind  of  regulatory  apparatus,  that  is,  the  Federal  home  loan  bank 
system — the  only  reason  for  the  continuance  of  that  is  for  thrifts  to 
have  a  particular  public  purpose. 

Mr.  Barnard.  Do  you  agree  with  the  fact  of  savings  and  loans, 
stock  savings  and  loan  holding  companies  owning  banks? 

Mr.  Gray.  I  think  that  what  happened  under  Garn-St  Germain 
was  as  far  as  we  got. 

Mr.  Barnard.  That  is  not  the  point  of  the  question. 

Is  this  furthering  the  housing  interest  of  the  savings  and  loans, 
this  opportunity  for  banks  to  own  savings  and  loans  and  savings 
and  loans  to  own  banks? 

You  made  a  very  definite  statement  a  while  ago,  and  I  am  just 
trying  to  find  out  what  you  mean  by  what  you  say. 

In  other  words,  is  the  Home  Loan  Bank  Board  changing  its  direc- 
tion? Are  we  moving  to  a  more  deregulated  environment?  Or  do  we 
want  to  deregulate  to  the  extent  of  improving  housing? 

I  am  not  in  opposition  to  either  position.  I  would  just  like  to 
know  so  that  we  can  know  how  to  move  forward.  For  example, 
service  corporations.  Service  corporations  can  sell  insurance,  but 
they  don't  say  they  have  to  sell  insurance  just  to  people  with  whom 
they  have  a  mortgage,  do  they?  Likewise  on  real  estate  develop- 
ment, it  is  not  a  matter  of  a  service  corporation  being  a  part  of  real 
estate  development  just  for  residential  housing,  which  is  financed 
by  the  savings  and  loan. 

If  you  are  broadening  the  scope  of  your  services,  Let's  let  every- 
body broaden  their  scope  of  services. 
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Mr.  Gray.  I  don't  have  any  particular  problem  with  banks  gain- 
ing some  additional  diversity,  but  this  whole — and  I  say  this  re- 
spectfully— the  whole  subject  of  what  kind  of  powers  thrifts  ought 
to  have  was  debated  over  an  18-month  period  was  debated  with  all 
the  affected  parties,  and  finally  what  came  out  of  it  was  a  product 
and  a  rationale  for  that  product  which  I  thought  was  very  appro- 
priate. And  I  don't  suggest  to  you  that  I,  as  a  regulator,  am  trying 
to  lean  in  any  particular  direction. 

It  seems  that  it  is  more  appropriate  for  the  Congress  to  deter- 
mine what  role  thrifts  ought  to  play  when  they  have  conferred  on 
them  the  special  benefits.  But  I  am  saying  that  I  think  that  the 
process  that  concluded  with  Garn-St  Germain  was  a  very  healthy 
one,  and  I  think  many  answers,  at  least  answers  in  my  mind,  came 
from  that. 

Essentially  my  philosophy  is  that  the  Unitary  Savings  and  Loan 
Holding  Company  Act  balanced  off  on  the  one  side  the  very  limited 
asset  powers  that  savings  and  loans  received  on  the  other  side.  I 
think  it  was  a  good  balance.  And  I  think  before  we  talk  about 
going  substantially  further  from  where  we  are,  thrifts  ought  to  be 
able  to  learn  how  to  use  the  powers  that  they  have.  Otherwise,  it 
seems  to  me  it  will  be  somewhat  of  an  academic  exercise. 

Mr.  Barnard.  Mr.  Chairman,  I  yield  back  the  balance  of  my 
time. 

Chairman  St  Germain.  You  have  yet  2  hours.  Thank  you,  Mr. 
Barnard. 

Gentlemen,  if  I  could  make  a  few  observations  in  closing.  As  you 
might  recall,  those  of  you  who  were  here  when  we  had  the  hear- 
ings on  Penn  Square,  I  stated  that  it  was  my  fond  hope  that  a 
great  deal  be  done  by  the  regulators  and  not  by  the  statutorors.  To 
date,  if  you  reflect,  you  will  find  that  we  have  kept  faith  with  that. 
We  have  left  it  to  you,  the  regulators,  and  I  might  say  that  I  am 
very  pleased  at  what  has  occurred. 

I  think  Penn  Square  was  a  traumatic  incident.  But  as  a  result  of 
Penn  Square,  a  great  deal  of  publicity  occurred  and  a  great  many 
changes  have  been  effectuated  that  have  been  for  the  good,  many 
that  I  needn't  mention,  but  that  I  am  aware  of  because  they  have 
been  brought  to  my  attention. 

So  I  compliment  each  and  every  one  of  you  for  what  you  have 
done. 

I  would  mention  that  there  is  concern,  again  by  regulation. 
There  is  hope  also  that  by  regulation  much  of  what  has  to  be  done 
as  far  as  brokered  funds  are  concerned  can  be  done  by  you  gentle- 
men and  your  agencies.  Our  only  concern  is  that  we  don't  move  too 
slowly.  I  think  that  the  statistics,  as  cited  by  Mr.  Isaac,  would  war- 
rant not  acting  overhastily;  but,  by  acting  in  a  deliberate  manner 
and  in  a  timely  fashion.  So  we  would  hope  that  that  would  occur. 

In  conclusion,  we  want  to  thank  you  for  a  very  stimulating  hear- 
ing. I  think  it  has  been  beneficial  to  the  members,  and  hopefully 
beneficial  to  the  regulators,  as  well. 

The  subcommittee  will  stand  in  recess  until  the  call  of  the  Chair. 

[Whereupon,  at  1  p.m.,  the  subcommittee  adjourned  subject  to 
the  call  of  the  Chair.] 


,vGoogIe 


„Google 


U.S.  HOUSE  OF  REPRESENTATIVES 


September  5,  1983 
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Federal  ratpoalt  insurance  Corporatia 
and  the  Federal  Hob*  Lou  Bank.   — 

serious  concern  to  the  Congress.  In  tha  wake  of  the  failure  lost  July  of  Penn 
Square  Bank,  it  became  apparent  that  a  significant  portion  of  the  uninsured 
deposits  in  Penn  Square  had  been  placed  there  by  institution)  using  the  service) 
of  money  brokers.  This  volatile  money  helped  fuel  the  dramatic  Increase  In  Penn 
Square's  size  that  contributed  to  the  bank's  demise. 

Substantial  amounts  of  brokered  deposits  were  also  placed  In  American 
City  Bank  of  Los  Angeles,  which  failed  this  year.  More  recently,  allegations 
have  surfaced  that  a  money  broker  Involved  In  Pern  Square  also  planed  deposits 
in  at  least  two  now-  closed  banks  that  used  the  funds  to  purchase  suspect  annuity 
contracts  sold  by  Fort  Lincoln  Life  Insurance  Company  of  MInot,  North  Dakota. 

The  Penn  Square  experience  has  had  even  more  lasting  and  widespread 
effects.  One  of  these  Is  that  many  Investors:  today  are  wary  of  placing  more 
than  $100,000  in  any  one  financial  institution,  a  phenomenon  that  in  the  opinion 
of  some  regulators  threatens  to  undercut  the  market  discipline  that  investors 
could  exercise  over  the  activities  of  financial  Institutions.  Money  broken 
certainly  play  a  role  In  making  It  easier  for  such  fully-Insured  deposits  to  be 
placed,  even  in  cases  in  which  an  investor  has  large  sunn  available  to  Invest. 

Hearings  before  the  Banking  Committee  last  year  disclosed  that  money 
brokers  offer  a  variety  of  services;  some  provide  investment  advisory  services  to 
potential  investors,  while  others  claim  to  do  no  more  than  "quote  rata*"  for  bank 
CDs  at  certain  insured  institutions.  Whether  Investors  fully  understand  these 
distinctions  is  not  clear.  We  also  learned  that  brokers  are  paid  fees  by  the 
institutions  whose  CDs  are  being  placed,  leaving  in  question  what  duty  of  care 
the  money  brokers  owe  to  the  Investing  institutions. 

Money  txokers  are  not  a  new  phenomenon,  and  some  of  their  activities 
have  raised  concerns  among  Federal  regulators  for  as  long  as  a  decide  or  more. 
Some  money  brokers  are  now  suggesting  that  a  self-regulatory  mechanism  should 
be  set  up  to  establish  certain  voluntary  ethieal  and  financial  standards  for  money 
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Institution!  in  the  future.    In  thmt  light,  serious  thought  ram „ 

the  ■ppruprUt*  response  Would  Do  to  tin  problems  erising  frorj  the  activities  of 
non«y  broken.  Self-regulation  In  an  Industry  that  li  as  scattered  and  as 
uncoordinated  u  thia  una  could  taka  an  Inordinate  amount  of  Una  to  aeeompliah 
and  might  vary  wall  be  inadequate  If  It  aver  did  taka  effect.  A  Federal 
regulatory  response,  therefore,  eeama  aaaantlal  If  the  problems  that  we  have 
aaan  arise  In  the  last  year  ara  not  to  now  and,  potentially,  multiply. 

I  would  oak  that  you  consider  what  regulatory  actions  ara  needed  relating 
to  the  activities  of  money  broken,  and  that  you  report  to  me  by  October  1,  1M3 
on  your  propose) d  plan*  to  deal  with  this  matter  and  on  whether  additional 
statutory  authority  is  necessary  to  carry  out  those  plans.  My  intention  Is  to  hold 
hearings  in  the  near  future  on  your  response  and  that  of  the  other  Federal 
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FeOural  Deposil  Insumfies  Corporation 


Honorable  Farnand  J.  St  Ceraaln 


Committee  on  Staking.  Flnanct 
■ad  Urban  Affairs 
House  of  Representatives 

Washington,  D.C.      20515 


This  letter  1*  In  response  to  jour  September  6  letter  concerning  aha! 
regulatory  actions  art  needed  relative  to  tot  activities  of  deposit  broker i. 
At  you  know,  ve  tr*  deeply  concerned  about  the  misuse  of  broktrad  dapoalta 
tt  wall  tt  other  large  denomination  liabilities,   including  deposits  of  certain 
governmental  units,  which  art  completely  protected  by  deposit  insurance. 

One  of  the  traditional  "fail  safe"  mechanisms  "■'"■!  the  damage  caused  by 
unscrupulous  or  incompetent  bankers  It  they  literally  'run  out  of  money"  with 
which  to  perpetrate  their  misdeeds.     This,  of  course,   It  laat  true  In  banks 
that  the  public  perceives  to  be  too  large  for  the  FDIC  to  pay  off.     Bot,  with 
the  ufa  of  iuturttd  brnktred  deposits,   that  arfagucrd  system  it  orerrCWev.  even 
in  the  smaller  banks,   greatly  enhancing  their  capacity  for  creating  losses  for 
creditors  and  the  Federal  deposit  Insurance  fund  to  absorb.     Moreover,  on  a 
number  of  occasions  the  availability  of  these  funding  sourest  baa  rstarded 
regulatory  efforts  to  deal  vlth  problem  or  falling  Institutions. 

Unfortunately,  while  ua  know  the  problem,   the  solution  is  not  to  obviout. 
In  approximately  a  week,   the  FDIC  will  Issue  an  advance  Notice  of  Proposed 
Rulemaking  In  the  Federal  aoglatar  to  solicit  comments  on  ths  nature  of 
deposit-brokering  activities  and  tot  aanntrd)  -In  which  to  deal  vlth  such 
practices.     The  FDIC  will  evaluate  the  ccsmwBta  received  from  the  public 
in  conjunction  with  various  approaches  currently  under  consideration.     That* 
approaches  follow  two  general  avenues,    Intensified  monitoring  and  supervision 
af  broker  activity  or  reduced  Insurance  coverage  for  brokered  deposits.     The 
techniques  under  nott  active  consideration  are  discussed  below. 

Ratittrttion  and  Reporting  by  Deposit  Brokers 

Legislation  could  be  enacted  requiring  that  fires  doing  a  brokerage  or  referral 
business  in  insured  deposit*  register  vlth  the  FDIC  and  be  subject  to  FDIC 
reporting  requlreewnta.     This  approach  would  not  curtail  deposit  brokering  but 


„Google 


rack  tha  aeawitT  aad  tufid 

Mob  llabllltlaa.     BUla  mm  night  An  tela 

at  57  tie  Covcnwnc  i.co  the  private  sector. 
vi  utBot  ba  eripathetlo  to  thi.  bacauae  7ed*ral  linnwi  la  tha  Bala  rmo= 
lot  the  proliferation  of  deposit  brokera.  Tha  ability  to  wBa  tha  auppUera 
(and  omii)  of  brokered  fund*  would  not  reaolwe  the  graatax  long-tarn  in  11M— 
I.e.,  rhe  loaa  of  aarktt  discipline  07  credlton  —  bat  It  ahould  h*l»  aa  teal 
■ore  affectiwelj  with  tha  1—  mm  prohlan. 

Increaaed  Monitoring  of  Injured  Institutions 

Starting  with  tie  Septnnter  1SU  Call  leport,  all  TOIC  Inaaieil  inatltution* 
vlll  be  required  to  report  quarterly  on  tha  rolun*  of  brokered  depcelte. 
Boworei     the**  data  uj  not  ba  srallahla  quickly  enough  to  proWda  for  imaais  , 
regulatory  action.     One  solution  would  ba  to  iapoaa  apeclel  reporting  esquire- 
■ante  whenawer  brokered  fonda  bacoaa  aignifieant.     hank*  could  ba  requited  to 
report     for  exanpla,  when  large  daaoalnatlon  llabllltlaa  ancaod  20  percent  of      - 
total  llabllltlaa  and  thereafter  -abas  significant  change*  occur  la  tha  laral 
or  coat  of  brokered  dapoalta.     .Sanaa  with  lower  UKEX  tatlnga   (3,  *  or  3)  could 
be  aubjected  to  sore  intasaa  r*qnlreaent*i  tha  trigger  laid  fox  reporting 
could  ba  act  at  a  lower  percentage  or  approval  eight  be  required  prior  to  amy 
broker  lnvolveeeat       Tha  7SJC  baa  in  fact  1  naai  in  ml  lanertlng  thia  oort  of 
taatrlctlon  la  cartala  adalalMxatlTa  acetone. 

Ihla  approach  -would  sat  require  legislation  and  would  halp  focua  regulatory 
afforta  upon  thoaa  Inatltutlani  ulth  tha  greatest  potential  for  abaeu.  The 
diaedvaataga  la  aa  Increased  reporting  burden  for  bank*  uainj  larga  deooal- 
aatlan  llabllltlaa  for  pnirtaat  purpose*.  Moreover,  a*  with  broker  ragiatra- 
tion,  Incrcaaed  reporting  atll  aot  bar*  aa  lepact  on  aaxket  discipline,  aa 
laportant  FDIC  goal. 

Modification  of  laauranea  Coearaee 

Legislation  daalgned  to  roll  back  Inauranc*  coverage  on  broker  arranged 
dapoalta  would  help  reatora  aerket  dlaelpllna.      These  dapoalta  could  ba  — ■> 
BOnlnaurad  or  brokera  could  ba  treated  aa  prlndpala  with  total  lnanraoca 
Halted  to  tlOO.000  regard]***  of  tha  Individual  right*  of  ownership.     Effort* 
along  theia  llnaa  would  poaa  an—  definitional  probleaa  bat  classifying  -'1 
dapoalta  arranged  through  third  parties  ior  a  faa  would  capture  tha  bulk  of 
tha  activity.     However,    tha  laauaa  involved  In  reducing  laauranea  cover*** 
■re  coaplaz,  and  aa  era  attll  evaluating  tha  feasibility  of  each  laaHiia. 

la  conclusion,  a  nuabar  of  action*  aa*  ba  appropriate  to  taaalfa  tha  broker 
laaua.     Probably  tha  aoat  affective  approach  would  ba  to  roll  hack  gaaaaaaaal 
coverage,  but  It  alao  baa  tha  aoat  potential  for  dlamptlag  tha  currant- 
banking  *7Btao.      Legislation  requiting  registration  and  raportlng  by  brokera 
■nd  apadal  reporting  bj  hank*  aa;  repreeent  the  aoat  practical  atapa  at  thla 
tine.     I  hope  thla  latter  pcarldaa  sane,  lnaight  regarding  tha  FMC'a  tUbb 
oa  thla  difficult  laaua. 
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September  30,  1983 


Honorable  Fernand  J.   St  Germain 

Chairman 

Committee  on  Banking,  Finance 

and  Urban  Affairs 
U.S.  Bouse  of  Representatives 
Washington,  D.C,   20515 

Dear  Mr.  Chairman: 

This  is  in  response  to  your  letter  of  September  6,  1983, 
regarding  the  activities  of  money  brokers.   I  am  pleased  to 
participate  in  your  evaluation  of  this  important  matter  and  to 
work  with  you  in  developing  an  appropriate  response  to  attendant 

problems. 

The  failure  of  the  Perm  Square  Bank  certainly  demonstrated 
the  vulnerability  of  investors  with  deposits  in  excess  of  the 
insurance  limit  and  revealed  the  magnitude  of  the  operations  of 
money  brokers  in  influencing  the  deposit  flows  to  certain  insti- 
tutions.  There  vera  139  federally  insured  credit  unions  with 
uninsured  deposits  in  Penn  Square  totalling  $111.5  million. 
Almost  all  of  these  credit  unions  indicated  that  they  became 
aware  of  the  Penn  Square  CD  offering  through  brokers.   Tha  vast 
majority  of  these  credit  unions  were  able  to  absorb  their  Penn 
Square  losses  through  their  operating  income.  Nevertheless,  we 
can  attribute  the  merger  of  one  large  credit  union  to  problems 
associated  with  Penn  Square  and  we  continue  to  work  with  a  small 
number  of  other  credit  unions  to  improve  their  financial 
condition. 

I  believe  your  hearings  will  be  extremely  useful  not  only  in 
providing  the  proper  forum  in  which  to  attempt  to  find  federal 
solutions,  but  also  to  heighten  the  awareness  level  of  all  finan- 
cial institutions  concerning  the  magnitude  and  scope  of  money 
broker  activities.  This  is  particularly  important  in  these 
rapidly  changing  financial  markets. 

Ironically,  the  recent  money  broker  activities  are  of  such  a 
nature  as  to  appear  to  offer  a  solution  to  one  of  the  problems 
associated  with  Penn  Square  -  namely  uninsured  deposits.  During 
the  deliberations  last  year,  concern  was  often  voiced  over  the 
fact  that  institutions  had  left  themselves  vulnerable  by  having 
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large  uninsured  deposits.     The  suggestion  of  investment  diversi- 
fication was  mentioned  often.     The  stage  was  set  foe  some  re- 
thinking in  the  CD  market.     A  recent  trend  has  been  to  limit 
deposits  in  any  single  institution  to  S100,OOC;   or   to  only  place 
larger  deposits  in  the  larger  institutions  on  the  theory  that 
they  would  be  the  least  likely  to  fail,  or  to  be  permitted  to 

Unfortunately,  potential  market  discipline  is  removed,  and. 
In  the  case  of  shifting  funds  to  larger  banks,  the  cost  of  funds 
for  smaller  banks  could  be  adversely  affected.  Further,  as  the 
Chairman  of  the  fdic  points  out,  the  risk  to  the  FDIC  is  changed 
considerably  when  all  bank  deposits  become  insured.  Conversely, 
as  the  FDIC  liability  for  credit  union  bank  deposits  increases 
the  risk  to  both  credit  unions  and  the  NCCA  Share  Insurance  Fund 
is  reduced.  From  a  certain  credit  union  perspective  the  current 
broker  practices  could  be  viewed  as  extremely  beneficial  in  that 
rate  is  maximized  while  risk  is  minimised.  Yet  this  perspective 
may  be  short-sighted  in  that  it  overlooks  the  negative  Impact  of 
effectively  removing  responsibility  for  investment  decisions  and 
that  of  reducing  discipline  In  the  overall  market.  While  impos- 
sible to  measure,  this  loss  of  discipline  in  the  investment 
decision-making  process  can  not  contribute  to  the  overall  health 
of  any  financial  institution. 

While  the  problems  associated  with  brokered  funds  may  be 
coming  to  light     the  solutions  are  not  as  readily  dlscernable. 
Any  solution  involving  changes  to  credit  union  operations  would 
probably  have  to  focus  on  the  placing  of  funds,   rather   than  on 
the  receiving.     By  their  nature,   credit  union  deposits    (shares) 
are  effectively  limited  to  their  members.     Therefore,   the  use  of 
brokers   to  raise  funds  is  quite  isolated.     Thus  far,  our  ideas  to 
influence  the  flow  of  credit  union  funds  through  brokers  have 
been  counterproductive       The  collection  of  information     for  ex- 
ample    on  the  amount  of  Insured  deposits  placed  through  money 
brokers  does  not  appear  to  lend  itself  to  any  positive  regulatory 
action.     Nor  does  information  on  brokered  deposits,    insured  or 
uninsured,    in  institutions  with  healthy  financial  condition  re- 
ports,    what  does  matter,  of  course,  is  that  credit  unions  con- 
tinue to  ascertain  financial  condition  prior  to  Investing.     As  a 
credit  union  regulator,!  intend  to  encourage  a  continuation  of 
this  practice. 

The  better  approaches  seem  to  lie  in  the  areas  of  insurance 
changes  or  In  the  monitoring  (and  possible  limiting)  of  receiving 
deposits  through  brokers.  I  certainly  endorse  the  proposals  of 
my  fellow  regulators  to  both  collect  information  on  the  amount  of 
brokered  deposits  received  by  banks  and  to  possibly  restrict  ail- 
ing banks  from  using  money  brokers  to  attract  funds.  Z  believe 
that  an  exploration  of  these  areas  could  prove  fruitful. 

With  respect  to  the  insurance  Itself,   I  personally  feel  that 
the  amount  of  coverage  could  be  considerably  reduced,    to  say 
(50,000,   and  we  would  still  protect  the  deposits  of  the  vast  at- 
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jority  of  our  citizens.   This  would  not  only  reduce  liability  to 
the  insurance  funds,  but  might  make  the  brokering  of  fully 

insured  deposits  somewhat  unworkable. 

Disclosure,  of  course,  is  always  a  useful  mechanism.   It  is 
probably  too  early  to  assess  the  Comptroller's  requirement  that 
banks  disclose  information  on  loans  which  are  past  due  for  90 
days  or  more,  but  I  an  sure  this  information  will  be  of  interest 
to  any  potential  Investor.  Credit  unions  continue  to  disclose 
detailed  financial  information  to  their  members  on  a  monthly 
basis.   This  information  is  posted  in  the  Federal  credit  union 
lobby  and  contains  such  items  as  deposits  in  banks,  savings  and 
loans  or  mutual  savings  banka,  investment  losses,  loan  losses, 
and  detailed  information  on  delinquent  loans. 

The  NCUa  Board  recently  requested  comments  on  a  proposed 
rule  on  credit  union  Investments  and  deposits.   He  included  in 
this  proposed  rule  a  request  for  comments  on  the  credit  union  use 
of  money  brokers  and  the  extent,  if  any,  to  which  the  National 
Credit  Onion  Administration  should  regulate  Federal  credit  union 
involvement  In  such  activity.   1  have  attached  a  copy  of  this 
proposed  rule.  For  your  information,  tbe  comment  period  does 
extend  until  December  IS,  1983,  and  I  would,  of  coursa,  be  happy 
to  provide  tbe  Committee  with  tbe  results. 

In  closing,  Mr.  Chairman,  I  would  observe  that  money  brokers 
are  certainly  not  a  new  pbanomanon,  albeit  tbey  are  engaged  in  a 
new  practice.  They  have  performed  and  continue  to  perform  a  ne- 
cessary function  in  the  financial  markets.  The  financial  market- 
place itself  is  in  the  midst  of  a  transistion  which,  at  times, 
takes  on  the  appearance  of  an  identity  crisis.   I  feel  that  such 
a  sha.';eout  period  is  probably  not  the  best  time  to  lock  into 
place  practices  which  are  too  rigid  or  too  restrictive.   In  any 
event,  I  will  be  pleased  to  work  with  the  Committee  in  reaching 
the  best  possible  solution  to  this  matter. 


I  hope  these  comments  are  of  assistance. 
Sincerely, 
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Federal  Horn*  Loan  Bank  Board 

TJJ^**r  October  3,  1983 


Honorable  Fernand  St  Germain 

Chairman 

Committee  on  Banking,  Finance 

and  Urban  Affairs 
House  of  Representatives 
Washington,  D.C.    20515 


Mill  S=== 


Dear  Hr.  Chairman: 

Your  letter  of  September  6  requested  recommendations  for  action  that 
■right  be  appropriate  to  address  problems  arising  froa  activities  of 
money  brokers.     You  noted  Congressional  concern  over  these  activities. 
In  particular  about  the  role  they  have  played  In  the  failure  of  various 
Institutions  over  the  past  year. 

I  share  your  view  that  a  prompt  Federal  regulatory  response  Bust  be 
explored  In  the  Interest  of  preventing  a  possib  e  geometric  expansion 
Of  such  problems,  and  feel  strongly  that  a  coordinated  approach  among 
the  regulators  1s  essential  to  deal  with  abuses  of  broker  activity  that 
the  current  regulatory  arrangements  nay  not  address.     This  coordination 
necessary  to  prevent  uneven  regulatory  controls  that  could  result  In 
a  flow  of  funds  froa  one  type  of  Institution  to  another. 

Hy  Staff  Is     n  the  process  of  exploring  a  number  of  policy  options 
regarding  the  use  of  brokered  funds  by  thrift     nstftutlons.     Although 
auch  time  and  effort  have  already  been  directed  toward  developing  these 
policy  options,  I  feel  that  further  evaluation  on  our  part  Is  required 
before  submitting  detailed  consents  to  the  Committee.        hop*  to 
discuss  these  options,  as  they  are  more  fully  developed.  In  ay 

testimony  on   October  25. 

He  have  not  yet  identified  any  approach  that  Is  entirely  free  froa 
potential  disadvantage,  and  our  efforts  In  the  coning  weeks  will  be 
directed  toward  further  analyzing  the  benefits  of  the  various  options. 
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Comptroller  of  ttwCurtuncv 
Mnjnttntof  of  National  Banka 


H.D.C.20Z1B 
October  3,  1981 


and  Urban  Affairs 

U.S.  House  of  Representatives 
2129  Ray burn  Houoa  Office  Building 


D.C.   20215 


I  »n  rasponntng  to  your  letter  o(  September  6,  1983,  In  which  you 
requeeted  that  thla  Office  advtae  you  of  lta  views  on  tha 
activities  of  "money  brokers,*  and  whether  additional  statutory 
authority  la  needed  to  regulate  trim  activities. 


*  have  been  expressed  over  tha  potential  problasa  which 
nay  be  posad  by  tha  activities  of  money  brokers,  particularly  in 
light  of  recent  averts  suggesting  that  sonsy  brokers  Bay  have 
placed  significant  deposits  with  banks  in  financial  difficulty. 
In  our  view,  however,  these  problema  can  be  attributed  sore  to 
the  effect  which  the  currant  federal  dapoait  insurance  sahsne  has 
on  the  flow  of  funds  to  different  sectors  of  tha  economy  rather 
than  to  ths  activities  Of  annoy  brokers,  who  can  provide  certain 
vary  important  economic  benefits  in  incraaeing  the  availability 
of  fund  aourcas  for  financial  Institutions  snd  expanding  the 
available  dapoait  optlona  for  Institutions  and  individuals  alike. 
Danes,  wa  are  concerned  that  a  purely  regulatory  solution  to  the 
"money  brokers*  question  nay  unneceeaarily  disrupt  a  wide  range 
of  commercial  activity  which  provides  significant  banetita  to  - 
depository  institutions  and  depositors  alike,  while  falling  to 
address  the  central  Issue.,  that  of  deposit  Insurance  Incentive*, 


apparently  has  incraaasd  the  tendency  of  large 
depositors  to  break  up  their  deposits  Into  Insured  aaounta. 
Money  brokers  are  an  Inexpensive,  convenient  snd  effective 
alternative  for  depoaltors  seeking  to  spread  their  deposits 
insured  banks.  Consequently,  depositors  have  the  means  easl 
place  funda  with  lnatitutlona  solely  on  the  basis  of  yield, 
without  regard  to  the  safety  of  chess  funds.   This  activity 
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Ha  will,   of   course,    b«  plaaaad  to  attar*  with  your  Coaanlttaa   in 
greater  dataii  our  viava  on  th»   "aonay  brokara*   J««ua  at  tha. 
haarlng  currently  achadulad  lor  Octobar  15,    1983.     Should  you 
daaira  any   furthar   information   In  tha  aaantlan,    howavar,   plMM 
3  contact  tbls  Oftica. 


,,Google 


FEDERAL  RESERVE  5Y1TEM 


Honorable  demand  3.  St  Germain 

Chairman 

Committee  on  Banking,  Finance 

and  Urban  Aiiinn 
I  louse  of  Representative* 
Washington,  D.C.  1031} 

Dear  Chairman  St  Germain: 

Thank  you  for  your  latter  of  September  6,  191),  requesting  the  Federal 
Reserve's  views  concerning  what  regulatory  and/or  statutory  action  li  needed  to 
deal  with  the  activities  of  "money  brokers".  You  point  out  that  substantial 
amount!  ol  brokered  deposits  have  been  placed  In  banks  that  have  failed  and  that  In 
the  wake  of  the  failure  of  the  Pern  Square  bank,  money  broken  have  facilitated 
the  placement  of  fully-insured  deposits,  thereby  undercutting  the  market  discipline 
that  these  investors  might  otherwise  have  imposed. 

The  Federal  Reserve  shares  your  concern  about  the  effect  of  the 
practices  of  some  money  broken  on  market  discipline  and  the  operation  of  the 
financial  system.  We  would  point  out,  however,  that  In  a  banking  system  where 
individual  institutions  are  subject  to  geographic  limitations  —  In  some  case*  they 
are  limited  to  a  single  office  —It  la  quite  natural  and,  under  appropriate 
circumstances,  economically  desirable  that  mechanisms  develop  to  facilitate  the 
transmission  of  funds  from  area*  of  excess  savings  or  liquidity  to  those  area*  In 
need  of  fund)  for  the  legitimate  banking  and  credit  needs  of  consumers  and 
businesses.  Brokers  have  long  played  and  continue  to  play  an  Important  role  In  this 
function,  and,  In  so  doing,  have  contributed  tu  a  more  efficient  use  of  our 
economy's  liquid  savings.  Broken  have  also  provided  prudent  managers  of  sound 
banks  greater  flexibility  In  the  management  of  bank  funding.  In  considering  the 
activities  of  money  brokers,  therefore,  the  critical  Issue  la  to  devise  a  regulatory 
response  that  will  address  the  practices  considered  harmful  without  substantially 
Impeding  the  legitimate  role  of  the  brokers. 

It  may  be  useful  In  this  regard  to  distinguish  between  the  brokering  of 
funds  In  very  large  denominations  lor  sophisticated  investors  In  the  nation's  largest 
depositories  with  the  placement  of  smaller  retail  type  deposits  and  the  more  recent 
practice  of  splitting  brokered  fundi  up  Into  $100,000  fully  Insured  denominations. 
With  respect  to  the  brokering  of  the  larger  wholesale  deposits,  we  tee  no 
compelling  need  for  regulatory  or  statutory  action  since  the  Investors  Involved 
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should  be  capable  of  protecting  their  own  interests  and  there  is  little  evidence  to 
suggest  that  this  activity  1*  causing  problems  ol  the  type  cited  in  your  Setter. 
Since,  by  definition,  the  denominations  of  these  wholesale  finds  are  quite  large, 
market  Incentives  pertaining  to  individual  transactions  are  not  eroded,  and 
wholesale  broken  tend  to  deal  with  the  larger  banking  organizations.  These 
institutions  continue  to  be  subject  to  market  scrutiny  and  discipline  due  to  the  tact 
that  they  continually  raise  Urge  volumes  of  funds  in  the  money  and  capital 

On  the  other  hand,  the  brokering  of  fully  Insured  deposits  doe*  tend  to 
undercut  market  discipline  and  raises  safety  and  soundness  Issues,  particularly 
when  the  depository  institution  pays  above  market  rant  for  the  brokered  funds  and 
substantial  commissions  for  the  brokerage  service.  Investors  seeking  maximum 
rates  ol  return,  often  through  money  broken,  are  attracted  to  the  higher  rate 
being  offered  by  these  institutions.  II  the  Investor  or  broker  limits  the  deposit  to 
me  fully  Insured  $100,000,  the  Investor  can  obtain  both  the  maximization  ol  return 
and  the  minimization  of  risk.  Under  such  circumstances,  broken  of  smaller  retail 
type  deposits  can  enable  some  banks  with  financial  waakna  _i....j_  c_,«„ 

that  they  might  otherwise  be  denied  by  the  discipline  of  the  m 

In  light  of  this  discussion,  mere  appear  to  be  two  possible  approaches  to 
addressing  the  concerns  raised  by  the  activities  of  money  brokers.  First, 
consideration  could  be  given  to  modifying  the  deposit  Insurance  system  in  such  a 
way  as  to  distinguish  between  brokered  and  nonbrokerad  finds  and  to  reintroduce 
some  element  ol  risk  to  those  depositors  who  place  their  funds  through  brokers. 
Second,  banking  organizations  could  be  required  to  make  periodic  disclosure  of  the 
use  of  brokered  funds,  distinguishing  between  amounts  obtained  through  brokered 
deposits  of  more  or  less  than  $100,000.  This  would  alert  the  market  10  heavy  users 
of  brokered  funds  and  provide  more  timely  Information  for  possible  follow-up  to 

We  believe  that  as  long  as  the  Investor  Is  fully  insured,  he  or  she  will 
have  little  Incentive  to  discriminate  among  depository  Institutions  on  me  basis  of 
financial  condition  and  their  choice  would  likely  be  driven  only  by  rate  ol  return. 
For  this  reason,  we  believe  that,  absent  some  regulatory  or  statutory  actions 
pertaining  to  insurance  coverage,  little  would  be  gained  by,  as  some  have 
suggested,  requiring  that  investors  be  supplied  with  disclosure  materia]  concerning 
the  condition  of  the  financial  institutions  selected  for  deposit  by  the  money 
brokers.  Ve  understand  that  the  FD1C  and  the  FSUC  will  address  issues  pertaining 
to  deposit  insurance  lor  Federally-insured  commercial  banks  and  savings  and  loan 
associations.  One  possibility,  for  example,  would  be  to  reduce  or  eliminate 
insurance  coverage  on  brokered  retail  deposits,  thereby  reintroducing  an  element 
of  risk  to  the  depositor.  While  this  may  hold  some  promise  lor  bringing  market 
discipline  to  bear  on  the  activities  of  money  broken,  we  believe  that  any  proposals 
lor  modifying  the  insurance  system  would  have  to  be  carefully  considered  and 
structured  to  avoid  the  possibility  of  eroding  the  strength  or  undermining  the 
essential  coverage  of  our  nation's  deposit  Insurance  system. 

1  addressing  this 

me  use  of  funds 

ough'money  broken.      Indeed,  the  Federal  banking  agencies  have 
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already  begun  to  implement  this  approach  In     their  revisions  ti 

report.    Beginning  with  the  September  30,  19S3  coll  report,  comrm 

bo  required  to  report  the  total  amount  of  funds  obtained  tnrough  money  brokers. 

Further  revision*  to  the  call  report  propOMd  lor  March  1SI*  will  obtalr     " *"  ' 

brokered  fundi  and  brokered  retail  deposits.  Thli  Information  will  be  re 

quarterly  baali  and  will  be  available  to  the  public  at  — " ■■- 

We    believe    thii    approach    haa   a    number 


authorities  to  Identify  those  institutions  making  heavy  use  —  . 
changes  In  the  use  —  of  brokered  retail  funds.  Second,  t 
restrictions  on  the  legitimate  role  played  by  some  broki 
Imposition  ol  potentially  costly  or  burdensome  regulations.  Third,  d 
brokered  deposits  may  help  reinforce  market  discipline  vis-a-vis  am 
large  uninsured  depositor!  or  nondapoalt  suppliers  of  lmds.  For  • ._  ..  . 
used  in  conjunction  with  disclosure  of  nonpar! ormlng  loans,  Investors,  providers  of 
Fed  tunds,  other  uninsured  creditors  and  money  market  participants  generally  will 
be  better  able  to  Identify  those  Institutions  whose  rapid  growth,  possibly  in 
combination  with  asset  weaknesses,  haa  forced  them  to  rely  heavily  on  brokered 
funds.  Fourth,  this  approach  Is  consistent  with  the  general  desire  expressed  by 
some  members  of  Congress  for  greater  financial  disclosure  by  commercial  banks. 
Finally,  and  perhape  most  Importantly,  greater  disclosure  will  enable  bank 
supervisory  agencies  to  monitor  more  ef  f  ectb/ely  those  Institutions  with  a  large  or 
growing  reliance  on  brokered  retail  funds  and  use  this  information  to  trigger  on- 
site  examinations  and,  if  necessary,  formal  enforcement  action.  Information  en 
the  volume  and  growth  of  brokered  deposits,  both  alone  and  in  relation  to  total 
asset  growth  and  other  indices  of  bank  soundness,  can  be  factored  Into  our  early 
warning  and  surveillance  systems  and  Into  our  ongoing  procedures  for  planning  and 
conducting  on-site  examination!. 

Still  another  approach  that  haa  been  suggested  is  a  system  of 
registration  In  connection  with  which  the  money  broker!  would  be  called  upon  to 
meet  minimum  standards  of  financial  and  ethical  conduct.  We  believe  that  that  la  a 
desirable  development,  and  that  brokers  should  be  encouraged  to  develop  such 
standards.  However,  we  do  not  believe  that  the  present  situation  requtree 
statutory  action.  Adoption  of  the  self-policing  steps  being  discussed  by  brokers  and 
the  umts  of  their  services  would  certainly  be  a  step  in  the  right  direction. 

We  hope  that  this  information  will  be  useful  to  your  Committee.  Please 
let  me  know  If  i  can  be  of  fu 


Sincerely, 
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Federal  Horn  a  Loan  Bank  Board 


Hill  5S=5=== 


October  26,  1983 

TOi   All  Principal  Supervisory  Agents 

The  Board  la  seriously  concerned  over  instances  of  rapid 
increases  in  their  liabilities  by  institutions  without  a 
concoaitant  increase  In  their  net  vorth   Irresponsible  growth 
in  liabilities  la  a  riafc  not  only  to  the  association  but  also 
the  PSLIC  Insurance  Fund.   The  problem  becomes  increasingly 
exacerbated  in  waakar  institutions,  particularly  in  those  that 
fail  to  neat  their  minima  nat  worth  or  atatutory  reserve 
requirements. 

Accordingly,  wa  ara  today  directing  you  to  review  the 
savings  solicitation  plana  of  thoaa  inatltutiona  that,  at  thair 

moat  recent  reporting  date,  have  not  yet  Bet  their  nininun  not 
worth  end/or  statutory  reserve  requirements  of  Insurance 
Regulation  563.13.   Such  Inatltutiona  are  to  be  adviaad  by  thair 
supervisory  agent  that  they  nay  not  accept  new,  or  roll-over 
existing,  third-party  brokered  deposits  if  such  deposits,  when 
aggregated  with  all  other  brokered  funds  and  custodial  deposits, 
would  exceed  St  of  the   natitutlon'a  deposit  bass  without  10 
days  advance  written  notice  to  the  supervisory  agent    Such 
notice  Bust  be  accompanied  by  a  plan  indicating  the  source  and 
'ntended  use  of  such  funds,  and  should  demonstrate  an  ability  to 
Ived  at  a  profitable  level  without 
jociation  or  the  PM.IC. 

In  addition,  supervisory  agents  shall  monitor  on  a  Monthly 
basia  the  level  of  such  deposits  and  tha  source  and  use  of  the 
brokered  funda  for  all  such  supervisory  inatltutiona  that  exceed 
the  51  threshold  described  above. 

In  those  supervisory  caaaa  in  Which  Institutions  desire  to 
exceed  this  51  threshold  for  brokered  funds,  and  whors  they  ara 
unable  to  satisfactorily  demonstrate  thair  ability  to   prudently 
employ  such  funds,  it  is  expected  that  supervisory  agents  will 
take  prompt  action  to  halt  such  practices  either  through 
supervisory  agreements  or  reeocrendations  for  more  severe 
administrative  action. 


;  indicating  that  tha  acceptance  of  third-party 
"  "  La  St  threshold  is  t 

:  be  considered  on  1 


i  of  this  St  threshold  is  par  so 
a   Tta  own 


,vGoogIe 


In  those  supervisory  caaea  where  brokered  deposit*  nlready 
exceed  the  5t  threshold,  it  ia  expected  auparvlaory  agenta  will 
uaa  discretion  in  carrying  out  this  directive  ,-nd  in  inplsMnt- 
ing  supervisory  agreements  to  acconodata  an  orderly  and 
appropriate  raduction  in  audi  deposits.  Where  i 


In  light  of  our  concerns  expressed  above,  auparvlaory 
.a  and  examiners  are  alio  directed  to  give  particular 
itlon  to  excessive  uaa  of  third-party  brokered  depoalta  by 
-  FSLIC  insured  Institutions,  especially  those  whose  net 
■ortn  is  less  than  3k  of  liabilities,  without  the  use  of 
veraging,  in  order  to  detect  early  trends  that  say  poaa  undue 
isk  to  the  FSL1C. 


For  purposes  of 


rectlve,  the  tern  "brokered 
deposits  received  by  a  depository 

iternediaries,  not  including  the  institution's 
whether  such  fee  ia  paid  by  the  inatltu- 
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WMNngton,  DC  20007 


The  Honorable  Femand  J.  St  Germain 

Chairman 

Sub  cc  mm  it  too  on  Financial  Institutions 

Supervision,  Regulation  and  Insurance 
Committee  on  Banking,  Finance 

and  Urban  Affairs 
U.S.  House  of  Representatives 
Washington,  D.C.     20515 

Dear  Mr.  Chairman: 

The  National  Association  of  federal  Credit  Unions  (NAFCU)  —  tha  only 
national  organization  exclusively  representing  the  interests  of  federally  chartered 
credit  unions  —  appreciates  your  Invitation  to  comment  on  two  matters  currsntty 
under  review  by   the  Subcommittee  on  Financial  Institutions  Supervision,   Regulation 
and  Insurance: 

Act  of  1983",  which  authorizes 

r  money  brokers  in  today's  fl- 

Federally  chartered  credit  unions  have   been  faithfully  operating  under  tha 
provisions  of  the  Federal   Cr-dlt  Union  Act  for  half  a  century.  .  While  that  act, 
like  many   laws,   has  been  amended  from  time  to  time,  Federal  credit  unions' 
pattern  of  steady  growth  has  generally   reflected  the  wisdom   inherent  In  the  ori- 
ginal act,  as  well  as  its  carefully  crafted  a 

Changes  in  the  marketplace,  coupled  with  tl 


institution  legislation.     I  would  like  to  take  this  opportunity,  Mr.  Chairman,  to 
thank  you  and  other  members  of  this  subcommittee  for  Being  responsive  to  the 
changing  needs  of  credit  unions,   Including  share  draft  authority  for  Federal  credit 
unions.     The  members  of  this  Association  pledge  to  continue  to  work  with  you  to 

preserve   the  unique  nature  of  Federal  credit  unions. 

The  Demand  Deposit  Equity  Act  of  1983  (H.R.   353i) 

Credit  unions  have   historically  paid  dividends  on  all  funds  placed  with  them. 
We  have  always  paid,   according  to  our  earnings,   a  dividend  on  regular  savings, 
Christmas  and  vacation  club  and,     of  course,  share  drafts  (our  equivalent  to  clack- 
ing accounts).     Likewise,   wa  also  enjoy  a  deregulated  environment  thus  giving  us 
latitude  to  serve  the  changing  needs  of  our  consumer  members. 
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NAFCU  is  pleated  to  support  the  concept  of  H.R.   3535  which  will  deregulate 
.hird   party  mechanisms  and  also  permits  that  interest  be  paid  on  all  checking 
iccounts.     We  find  thia  consistent  with  our  currant  practices. 

As  we  approach  the  50th  Anniversary  of  the  signing  ol  the  "Federal  Credit 
Jnion  Act"  I  can  proudly  report  that  credit  union  membership  in  the  United  States 
a  approaching  the  50  million  mark.     Much  of  this  growth  ha*  taken  place  because 


and  because  they  are  able  to  operate   in  a  deregulated  environment. 

Federal   Regulation  of  Money  Brokers 

The  National  Credit  Union  Administration  (NCUA)  Board  is  presently  soli- 
citing comments   from  Federal  credit  union  officials  regarding  whether  and  to  who 
eitent  NCUA  should  regulate  Federal  credit  union  involvement  with  money  finders 
and  deposit  Brokers.     In  conjunction  with  NCUA'S  effort,  NAFCU  has  distributed 
the  NCUA  proposal   to  our  membership  asking  for  their  input.     I  would  be  pleased 
to  share  with  the  subcommittee  the  recommendations  of  NAFCU  member  credit 
unions  ae  soon  as  that  information   is  available. 

NAFCU  supports  the  steps  taken  by  the   federal  banking  agencies  to  require 

periodic  call  reports.     As  the  Comptroller  of   the  Currency  recently  observed,  suet 
information  should  prove  useful   to  other  institutions  considering  the  placement  of 
funds,  since  it  should   identify  trends  in  the  level  of  brokered  funds  both  system- 
wide  and  in  individual  banks.     It  will   also  serve  as  an  "early  warning"  of  heavy 
accumulation  of  funds   in  a  particular  bank  as  the  result  of  broker  efforts. 


amount  would  significantly  altei 

it  dramatically  change   the  role 

possibly  have  the  unintended  ef 

reduction  in  the  amount   of  insurance  coverage   reflects  a  lack  or  CO 

Financial  institutions  by   the  Federal  government.     I  urge  the  subcon- 

other  alternative   methods  of  dealing  with   the  problems  associated  v. 
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Think  you   tor  the  opportunity   to  present   the   views  of  the  National 
of  Federal  Credit  Unions  on   these   important  matters.     We  await  the  comments  of 

as  soon  as  they   are  available.     Should  you  desire   nd.-liticinaj   information  on   these 
subject!,  please  do  not   hesitate   to  contact   mB  or  NAFCU's  director  a 
affairs,  Bill  Donovan,  at   522-4770. 

Sincerely, 


Digi-i.edOyGoOgle 


SUBMITTED  STATEMENT  OF  THE  AMERICAN  FEDERATION  OF  LABOR 

AND  CONGRESS  OF  INDUSTRIAL  ORGANIZATIONS 

TO  THE  SUBCOMMITTEE  ON  FINANCIAL  INSTITUTIONS  SUPERVISION,  REGULATION 

AND  INSURANCE  OF  THE  COMMITTEE  ON  BANKING,  FINANCE,  AND  URBAN  APFAHtS 

ON  THE  DEMAND  DEPOSIT  EQUITY  ACT  OF  1983,  H.R.  1535,  AND  OTHER  RELATED  BILLS 


September  21,1983 

The  AFL-CIO  welcomes  this  opportunity  lo  submit  for  the  record  its  views  on 
H.R.  3535,  the  Demand  Deposit  Equity  Act  of  1983.  This  bill  would  amend  present 
statutes    to   permit   depository    institutions   to   pay    interest   on   business   demand 

The  AFL-CIO  is  opposed  to  the  proposed  legislation.  Experience  prior  to  the 
Glass-Steagall  Act  ol  1933,  which  prohibited  the  payment  of  such  interest,  and 
experience  since  enactment  of  legislation  permitting  payment  ol  interest  on 
checking-type  accounts  of  households  and  nonprofit  organizations,  indicates  the 
adverse  economic  influences  that  would  be  generated  under  the  proposed 
legislation. 

In  1977,  the  AFL-CIO  supported  legislation  to  allow  interest  bearing  NOW 
accounts,  which  were  then  permitted  in  New  England,  to  be  established  by 
institutions  throughout  the  country.  The  support  for  that  measure  was  conditioned, 
however,  upon  the  maintenance  ol  the  Regulation  Q  interest  rate  ceilings  then  still 
applicable  in  New  England  and  the  rest  ol  the  country.  Retention  of  Regulation  Q 
was  needed  to  help  hold  down  interest  rates  on  loans  and  consumer  finance  charges, 
as  upward  pressure  on  loan  interest  rates  and  consumer  charges  would  be  exerted 
by  rising  average  costs  of  money  to  the  depository  institutions  when  they  began  to 
pay  interest  on  nonbusiness  checking -type  accounts. 
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In  1979,  the  AFL-CIO  supported  legislation  to  permit  payment  of  interest  on 

check ing -type  accounts  by  households  and  nonprofit  organizations,  in  the  wake  of  a 

court   decision   ruling   that   transaction   accounts   and   share   draft  accounts   were 

illegal,  although  there  was  $9  billion  of  deposits  in  such  accounts.    Furthermore,  it 

was  recognized  that  electronic  funds  transfer  technology  made  it  more  difficult  to 

try  and  impede  the  use  of  funds  labelled  as  savings  to  meet  payments  through 

automated  or   rapid  communication   fund   transfer.     However,  the  support  Of  1979 

legislation,  as   in   the    AFL-CIO  support  of    the   proposed   1977  legislation,  was 

conditioned  upon  the  maintenance  of  Regulation  Q  interest  rate  ceilings.    Reasons 

for  that  condition  to  AFL-CIO  support  were  expressed  in  the  following  excerpt 

from   AFL-CIO  testimony  of  June  12,  1979  before  the  Subcommittee  en  Financial 

Institutions  Supervision,  Regulation  and  Insurance: 

"There  is  also  every  expectation  that  there  will  be  increased 
competition  between  institutions  to  attract  the  various  types  of 
transaction  accounts,  including  the  traditional  checking  accounts,  by 
paying  interest  at  a  rate  at  least  equal  to  that  paid  by  nearby 
competitors.  In  some  instances,  if  permitted,  institutions  would  pay 
greater  rates  than  competitors.  It  is  all  the  more  important,  therefore, 
that  Regulation  Q  interest  rate  ceilings  should  be  maintained  and  should 
also  be  established  for  interest  payments  on  demand  deposits.  While 
there  is  some  debate  as  to  how  much  effect  competitive  escalation  in 
interest  rates  paid  on  bank  deposits  had  in  Inducing  banks  to  make  risky 
loans  prior  to  1929,  observation  and  logic  would  suggest  that  this  was  a 
factor.  Lenders  faced  with  higher  costs  of  money  are  inexorably  driven 
to  reach  for  higher  interest  rate  loans  although  greater  risks  are 
involved. 

"Even  over  the  last  two  decades,  there  has  been  some  correlation 
between  levels  of  interest  rates  and  levels  of  bank  failures.  Thus,  there 
was  an  upsurge  of  bank  failures  in  1975-76  following  the  rise  in  savings 
interest  rate  payment  levels  in  1971-74  which  led  to  high  risk  lending  by 

high  rate,  unsound  construction  financing.  In  settlement  of  the  debts, 
some  large  banks  have  acquired  buildings  that  were  thus  financed. 
There  were  also  loans  to  less  developed  countries  which  have  had 
trouble  meeting  repayments,  and  on  which  the  banks  were  helped 
through  loans  made  by  partly  U.S.-supported  international  lending 
agencies  to  the  debtor  countries,  who  could  then  repay  the  private  bank 
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"There   is  a   substantial   public   int 
discouraging   such   financial   developme 
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e  families.  This  would  be  the  opposite  of  the  intended 
effect  of  the  recently  popularized  cause  of  providing  greater  equity  for 
^mall  savers'  who  are  concentrated  in  low -income  brackets.  A 
competitive  escalation  of  interest  rates  on  savings  paid  by  lenders  will 
be  reflected  in  higher  rates  on  mortgage  and  personal  loans  paid 
directly  by  consumers  and  higher  business  loan  rates  that  will  be  passed 


"In  summary,  H.R.  3864  should  be  enacted  to  provide  authority  for 
e  several  million  existing  transaction  accounts  and  to  bring  the  laws 
verning    depository     regulation     into     the    current     time     frame    of 

:  harmful  to  low-income  families  and  which  create 
pressures  for  unsound  loans  that  lead  to  economic  booms  and  busts.  It 
will  be  more  essential  than  ever,  therefore,  to  maintain  regulatory 
ceilings  on  interest  rates,  and  to  assure  the  applicability  of  Regulation 
0  type  ceilings  on  demand  deposit  interest  rates,  pending  the 
development   of   money   and   credit   policies   that  do  not  have   interest 

The  above  quoted  paragraphs  are  not  presented  to  advocate  the  restoration  of 
the  Regulation  Q  at  this  time.  It  should  be  noted,  however,  that  some  of  the 
occurrences  which  were  foreseen  as  a  result  ol  authorizing  interest  payments  on 
checking-type  accounts  have  occurred.  Lenders  have  certainly  reached  for  higher 
rate  loans  and  have  discovered  the  higher  risks  that  they  bought.  The  current  need 
to  restructure  international  debts  in  which  American  banks  are  creditors  needs  no 
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elaboration.  To  help  avoid  international  lin,iii<-ia!  chaos  and  a  worldwide  economic 
decline,  the  U.S.  government  will  have  lo  come  lo  Ihe  rescue  with  an  increased 
international  Monetary  Fund  (IMF)  quota  participation,  A  side  effect  cd  IMF  debt 
restructuring  programs  in  developing  countries  has  been  a  reduction  ol  IJ.S.  imports 
in  such  countries,  helping  to  increase  U.S.  unemployment. 

The  bankruptcies  of  government  securities  trading  firms  .md  of  the  Penn 
Square  Bank,  which  had  invested  heavily  in  oil  exploration  loans,  found  some  of  the 
leading  banks  in  the  United  States  as  holders  nl  credit  obligations  that  had  been 
issued  by  the  bankrupt  institutions.  The  total  number  of  insured  banks  that 
required  disbursements  by  the  Federal  Deposit  Insurance  Corporation  IFOIC)  as 
they  were  closed  or  had  their  deposits  assumed  by  another  institution  was  <>7  in 
I9S2.  That  was  the  highest  number  of  banks  closed  by  financial  difficulties  since 
1912  when  23  had  been  closed. 

The  Federal  Savings  and  Loan  Insurance  Corporation  (FSL1C)  in  1982  bad  to 
intervene  in  78  savings  and  loan  problem  rases.     All  except  one  case  was  solved 


under  FSLIC  receivership  hefnre  a  merger  could  be  accomplished. 

Authority  was  enacted  in  the  I9S2  Carn-St  Germain  Act  lor  the  FRIC  and 
FSLIC  to  purchase  net  worth  certificates  from  banks  and  savings  and  loans  in 
exchange  for  notes.  The  certificates  art-  then  treated  by  the  regulators  as  capital 
that  maintains  required  net  worth  levels.  This  svstem,  plus  a  reduction  o!  interest 
rate  levels,  has  reduced  the  need  for  FfllC  and  F5LIC  intervention  and  assistance 
in  1983.  However,  if  interest  rates  should  again  rise  to  a  level  at  which  the  average 
cost  of   money    to   depository    institution!   VNCtcda    their    portfolio   yield,   a   drift 
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period,  competition  for  household  funds  at  rising  costs  and  the  pressures  for  high 
yield,  albeit  high  risk  investments  would  increase. 

The  potential  for  such  occurrences  in  the  future  has  become  greater  than 
ever  before.  This  increased  potential  for  financially  led  economic  instability  stems 
from  a  basic  change  in  the  economy.  Median  family  real  income  more  than  doubled 
over  the  past  35  years.  Since  1967,  furthermore,  the  share  of  total  family  income 
going  to  the  top  20  percent  of  the  income  distribution  climbed  from  40.(f  percent  to 
12.7  percent  m  1982.  Not  only  was  there  a  great  increase  in  the  number  of  affluent 
households,  but  they  were  also  more  economically  literate.  There  has  been  an 
accompanying  evolution  of  increased  household  influence  and  decreased  influence 
of  intermediary  depository  institutions  in  the  deployment  of  loanable  funds.  This 
was    first     manifested     in     1959    when     individuals    withdrew     funds     from     thrift 

purchase  "magic  fives"  —  U.S.  Treasury  notes  with  an  interest  rate  of  5  percent, 
which  was  then  above  rates  being  paid  on  time  and  savings  deposits.  Alter  that,  as 
shown  in  Federal  Reserve  flow-of-funds  data,  each  time  there  was  a  high  interest 
rjie  period  in  the  sixties  and  early  seventies,  the  amounts  o(  direct  household 
investment  in  rredit  market  instruments  rose  by  leaps  and  bounds-    Sooner  or  later 

the  original  type  of  money  market  funds  in  1973,  it  would  have  been  Merrill  Lynch 
or  Sears  Robuck  that  responded  a  few  years  later.  The  money  market  funds  were 
not  a  new  basic  force  in  the  economy.  They  were  a  new  form  of  intermediary  to 
facilitate  the  household  deployment  of  funds  to  higher  yield  investments.  In  1911, 
the  total  number  o(  direct  investmems  in  credit  instruments  by  households  plus 
money  market  funds  was  $112  billion  versus  $56  billion  going  into  time  and  savings 
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was  dwarfed  by  an  influx  ol  a  lew  hundred  billion  dollars  into  the  money  market 
deposit  accounts  and  super  NOW  accounts.  These  accounts  have  provided 
additional  facilities  for  households  to  shift  funds  to  higher  yields,  loading  lo 
increased  competition  among  intermediaries  (or  household  funds.  This  condition 
has  helped  to  sustain  high  real  interest  rates,  contributing  to  a  dampening  ot  the 
recovery  in  automobile  sales  levels,  a  slowdown  and  perhaps  downturn  in  retail 
sales,  expectations  of  a  downturn  in  humebiuldiuR,  and  a  continuing  year-to-year 
increase  in  rhe  number  of  business  failures  for  the  third  year  in  a  row  in  1983. 

Have  ll>e  higher  interest  rates  helped  the  small  saver?  They  certainly  haven't 
helped  the  nonsaver  and  low-income  small  savers.  The  last  survey  of  consumer 
finances  by  the  University  of  Michigan  Survey  Research  Center  in  1977  showed  that 
10  percent  of  families  had  no  liquid  assets.  Another  23  percent  had  less  than  $500 
in  liquid  assets.     The   incidence  of   such   low   holdings  of    liquid  assets   is  greatest 

different  today,  since  there  has  been  an  increase  in  the  proportion  of  the 
popufation  living  under  rhe  poverty  level,  from  13  percent  to  15  percent,  with  the 
latter  figure  representing  3ft  million  people.  Vet  these  people,  who  Rain  little  or 
nothing  from  higher  interest  rates  on  their  relatively  small  amounts  —  i(  any  —  Of 
savings,  bear  the  burden  of  much  of  the  increased  costs  to  depository  institutions 
which  are  translated  into  higher  loan  interest  rates  that  are  nassed  through  by 
business  borrowers  in  the  price  of  goods  they  sell. 

businesses  probably  would  be  similarly  disadvantaged  if  interest  was  paid  on 
business  checking  accounts.  Smaller  businesses  very  often  can  keep  only  small 
iwever,  the  banks  whose  average  cost  of  money 


aised  because  they  must  p.ty  higti  rates  on  all  business  chr 
will  raise  their  interest  rates  on  business  and  other  loans.     Many  small  b 

small  accounts  also  must  borrow  in  greater  amounts  than  they  keep  in  their 
:king  accounts  in  order  to  stay  in  business.  The  net  effect  for  them  will  be  a 
There  will  also  be  a  more  far-reaching  effect  of  higher  money  costs  and 
arily  higher  interest  rates.  This  will  loster  increased  competition  among  the 
various  types  of  depository  intermediaries  to  obtain  loanable  funds.  It  will  tend 
once  again  to  raise  all  interest  rate  levels  and  money  costs,  and  increase  the 
pressures  for  more  high  risk  lending. 

Other  legislation  that  has  been  introduced  would  open  this  Pandora's  box 
wider,  H.R.  3537  would  allow  bank  and  thrift  holding  companies  to  engage  in  real 
estate  development,  insurance  underwriting  and  brokerage,  revenue  bond 
underwriting,  mutual  fund  activities,  and  other  financial  services.  Insurance  and 
bond  underwriting  and  real  estate  development  can  be  risky  businesses.  However, 
large  amounts  are  involved  and  quick  gains  (or  losses)  can  be  realized.  The 
temptation  to  use  depository  institution  funds  in  one  way  or  another  to  finance 
such  undertakings  would  be  increased.  Even  without  such  new  activities,  there  has 
already  been  a  good  deal  ol  reaching  for  high  returns  in  a  high  interest  rate 
climate.  There  is,  for  example,  the  current  case  of  a  few  hundred  million  dollars 
due  to  banks  that  financed  the  acquisition  of  the  Mortgage  Guaranty  Insurance 
Corporation  by  the  United-Baldwin  Corporation. 

As  previously  mentioned,  there  is  no  intent  to  urge  the  restoration  ol 
Regulation  Q.  fci  the  changed  economy,  Regulation  Q  could  no  longer  serve  the 
purpose  intended  by  its  1966  amendment  and  activation.  Allowing  thrift 
institutions  to  pay  a  fraction  of  a  percentage  point  higher  interest  rates  than  banks 
on  savings  and  small  time  deposits  no  longer  helped  the  thrifts  to  finance  housing 
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STATEMENT  OF  THE  BARKERS  COMMITTEE 

SUBMITTED  TO 

SUBCOMMITTEE  OH  FINANCIAL  INSTITUTIONS  SUPERVISION,  REGULATION  AND  INSURANCE 

ON  PROPOSAL  TO  PERMIT  INTEREST  PAYMENTS  ON  COMMERCIAL 

DEMAND  DEPOSITS 

The  Ranker*  Cosaaittee  appreciate!  thi*  opportunity  to  preient  oar  ri«  e* 

deregulation  of  coaaercial  demand  depoalta.     The  Banker!  Coaaaittee  la  coaapoaad  of 

bankers  froa  across  the  nation  concerned  with  the  competitive  effecta  of  dereRU- 

.1  tax  policy.     It  la  a  special  coaaalttee  of  the  National  Tax 
Equality  I 

1  checking  account*:     examination  of  the  effect*  on  the  interest 
expense  of  bank*  and  the  overall  effect  of  the  propoaal  on  eaall  buiine**. 
EFFECT  OF  DEMAND  DEPOSIT  INTEREST  PAYMENTS  ON  IBTEKEST  EXPENSE  OF  COMMERCIAL  1 
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upward  interest  rxpense,  business  planning  expense  (Including  advertising  for  new 
account!)  and  that  nt  period  of  adjustment  la  sorely  needed. 

Earlier  Id  thla  discussion,  the  possibility  of  ■  large  surge  Id  Interest 
expense  was  mentioned;   this  would  occur  if  competition  between  banka  and  thrift* 
developa  for  commercial  deposits.     The  Bankers  Coanlttee  believes  such  competition 
will  develop.     The  representatives  of  tbe  thrift  industry  have  vigorously  supported 
thla  propoaal  because  the  thrifts  would  have  a  competitive  advantage  in  offering 

thriftm  would  not   Buffer  froai  higher  expenae  due  to   internal   transfer  of  no-COnt 
funds.     Savings  and  Loans  welcone  tbe  opportunity  to  cocpete  for  business  deposits 
under  such  conditions.     Banka  would  have  to  offer  Interest  rate  returns  exceeding 
those  offered  by  thrifts,  sharply  driving  up  interest  expenae. 

Overall,  interest  payments  on  commercial  demand  deposits  would  cost  the 
industry  over  20  billion  dollars,  according  to  estimates  by  the  Independent 
Bankers  Association  of  America.     He  urge  the  Congress  to  consider  Interest  expense 

rail  impact  on  and 

condition  of  the  banking  industry  before  allowing  auch  an  expensive  propoaal. 
SHALL  BUSIliESS 

-mini  benefits  will  be  realized  when  offaet  by  the  cost  of  increased  interest 


tbe  ides  claim  great  benefits  for  small  buslne 
will  be  realized  when  offaet  by  the  cost  of  in 
id  reduction  of  bank  services.     The  sponsors  claim  that  latere. 
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Currently,  to  conpeneate  fee  balance*  held  1b  checking  accouota,  anall 
bunluHiei  Biks  bniy  uc  of  hank  offnred  eervicea  ludi  ■■  loan  csmltiMU, 
adviaing,  vice  tranafer,  and  payroll  preparation.  Also,  the  loan  of  tbaea 
aervicea  in  lieu  of  deaand  depoait  intereat  payment!  will  coat  the  lulantM 
additional  taxation  on  coapenaatlon  previously  tax-free.  Mill*  tba  value  of 
theae  aervicea  uy  be  quaationad  by  aoaa,  an  accurate  aatainnaant  ia  provided 
by  recent  National  Federation  of  Independent  Bualneaa  studies,  in  which  high 
ratings  vein  given  co— unity  bankers  for  credit  and  service  to  snail  bnalneaa. 

Probably  the  a»at  d •mating  reault  of  tba  propoial  la  tba  Increase  In  loan 
coat  that  vill  bit  anall  bualneaa  to  a  greater  degree  than  large  (nanjanlae       The 
reaaon  belnt  that  anall  coapaniea  receive  75X  of  their  loana  from  mall  and  atedlun 
sited  banks,  who  Mill  suffer  the  greataet  lnereeoe  Id  intereat  expense  and  Kill 
have  to  pane  a  portion  of  tha  expense  on  to  their  customers. 

Mr.  Chsicasn,  for  all  tbe  reasons  outlined  above,  we  oppoae  tba  iaejlaaumtatlon 
of  legislation  to  provide  intereat  payaKnts  on  cOaaaerclal  deaand  deposits.     Ha 
urge  the  Congreas  to  pemit  the  financial  lnduatry  tin*  to  adapt  to  recent  deregu- 
lation by  rejecting  H.K.   3535.     Tha  Bankera  Connittee  prefara  tba  gradual  lac-leasm- 
tation  provided  by  H.R.   3895,  only  if  the  Congraaa  ia  detemlned  to  puraue  thia 
barafnl  action. 

Thanh  you.  ' 

"  national  Federation  of  Independent  Ruaineaa, 

Interagency  Taak  Force  on  Snail  Buoinese  Finance,  "*  Survey  of  Coaaaarclal 
Bank  Lending  to  Snail  Bualneaa."     Toe  report  found  that,  loans  to  anall  flran 
aade  up  95  percent  of  the  loan  portfolio  of  anall  banks  and  11  perceat  at 
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Cradtt  Union  National  Association,  he. 


October   28,    1983 


Honorable   fninind   St  CiimIi 
Chairman 

Cossaltta*  on  Banking,   Finnic* 
and  Urban  Af falra 

WMhiniton,  DC     20511 

Dear  Hi.  Chairman: 


,  Inc.  (CDIU)  appreciates  tha  npp 
record  on  the  activities  of  unlay 
Act  of  1983. 

COMMENTS    ON    MONEY    BBOKERS 

a  National  Association,   Inc.   shares  your  concern  and  la 
of  money  brokers  and  bow  the  system  of  brokered  funds  c 


analysis  of  the  financial  statements  of  tfaa  financial  Institution  befora  an 
invnatment  Is  nade.     Bellance  on  broker  recommendations  doaa  not  rallsve 
each  credit  union's  hoard  of  tha  reapon ability  for  every  Investment  Bade 
and  tbe  duty  to  axaicisc  sound  bualnaaa  Judgement  In  aaklng  tboaa  decision*. 

Beltane*  on  independent,  analysis  of  financial  statements  alone  la  not 
failsafe.       Independent   analysis,    combined  vlth  procedures   being,  developed 
by  the  Fedetal  Depoait  Insurance  Corporation  (FDIC)   and  Federal  lorn*  Loan 
Bank  Board  (FHLBB)  to  aonltor  broker  activity  In  troubled  Institutions, 
should  assist  inventing  credit  unions  in  identifying  and  avoiding  poten- 
tially hazardous  situation*.     Tha  hearings  held  October  27,   1983  la  your 

Improve  tha  accuracy  of  CPA  audita  of  financial  Institutions  alnca  the 

While  figures  supplied  by  tba  FDIC  to  tbe  Subcoanittae  on  Financial  Institu- 
tion Supervision.  Regulation  and  Insurance  on  October  27,    1983  show  a 
substantial   portion  of  brokarad  money   deposited   Into  bank*   that    subsequently 
fslled  to  be  credit  union  investments,  its  hsvs  reason  to  believe  that 
bacauae  of  Penn  Square,  your  continuing  attention  to  this  problem.  Hi. 
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Honorable  Feroand  St  Germain 

Chairman 

Committee  on  Banking,  Finance  and  Urban  Affairs 

Bouse  of  Representatives 

Washington,  D.C.  20515 

Dear  Mr.  Chairman: 

He  at  Security  Pacific  Bank  would  like  to  express  our  apprecia- 
tion for  the  hearings  you  are  conducting  on  H.R.  3535  and  H.R. 
3895.  Legislation  to  permit  the  payment  of  interact  on  demand 
deposit  accounts  can  certainly  be  viewed  as  a  step  in  deregula- 
tion of  the  banking  industry. 

We  would  like  to  call  to  your  attention,  however,  to  the  fact 
that  these  bills  are  limited  in  their  focus  —  dealing  only  with 
further  deregulation  of  the  liability  side  of  the  balance  sheet, 
ine  payment  of  interest  on  an  additional  portion  of  financial 
institution  liabilities  clearly  raises  costs.  It  is  conceiv- 
able that,  to  some  degree,  these  higher  costs  may  be  borne  out 
of  profits.  But,  unless  they  are  otherwise  mitigated,  inevit- 
ably they  mist  be  passed  along  to  the  customers  of  financial 
institutions 

One  way  of  partially  offsetting  the  effects  of  this  chain  of 
events  is  to  pursue  a  broader  approach,  embodying  some  attention 
to  the  asset  portion  of  the  balance  sheet  as  well.  You  have 
indicated  that  you  have  an  open  mind  on  these  subjects  and  ex- 
pressed your  willingness  to  consider  all  points  of  view.  I  have 
written  to  you  previously  regarding  H.R.  3537  which  would  expand 
the  range  of  financial  services  that  may  be  offered  by  deposito- 
ry institutions  and  which  Security  Pacific  strongly  supports. 

In  addition,  should  you  move  ahead  with  U.K.  3535,  we  believe 
that  you  should  consider  the  inclusion  of  Congressman  Doug  Bar- 
nard's bill  —  H.R. 1013  —  which  would  provide  for  payment  of 
interest  on  legally-required  reserves.  Adoption  of  this  measure 
would  provide  a  more  realistic  framework  for  financial  institu- 
tion asset/liability  management  in  a  deregulated  environment. 
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As  you  knew,  the  interest  on  reserves  bill  has  the  support  of 
the  Federal  Reserve  Board,  as  well  as  all  the  major  financial 
institution  trade  associations. 

We  appreciate  your  consideration  of  our  vi 
well  as  your  efforts  toward  legislation  t 
in  the  marketplace. 


■ 

roaayGoO^le 


DR.  C.  FRANK  ZARNOUSKI 

ECONOMIST 

DEAN,  GRADUATE  SCHOOL 

OF  BUSINESS 

HOUJJT  SAINT  MARY'S  COLLEGE 


of   the 
j,  FINANCE  A 
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SUBCOMMITTEE  ON 
INSTITUTIONS  SUPERVISI 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

OH  B.R.   3535 

OCTOBER,  19B3 


Mount  St.  Mary's  College,  Emmltsburg,  Maryland.  By  trade  1  am  an  economist 
with  special  Interest  In  Money,  Banking  &  Financial  Institutions.  I  appre- 
ciate the  opportunity  to  present  my  views  on  H.R.  3535.  (1) 

I  have  analyzed  the  bill  and  the  Issue  It  raises.  In  the  1930's 
interest  payments  on  all  demand  deposits  vere  prohibited  by  regulation  rooted 
in  the  belief  that  it  would  promote  financial  stability.  In  the  past  gener- 
ation the  arguments  against  this  regulation  have  compelled  economists  to 

This  paper  looks  at  a  brief  history  of  interest  payments  on 
demand  deposits,  an  economist a' view  of  their  efficiency  and  reviews  recent 
arguments  far  and  against  prohibition.  Finally,  the  paper  offers  its  recomm- 
endations for  H.R.  3535. 

Bankers  began  paying  Interest  on  demand  deposits  as  early  as  1825. 


e  those  institutions  offering  Interest  on  deposits  of  other  banks 
3  the  largest  amounts  of  correspondent  balances. 


(1)  Mount  St.  Mary's  College  Is  one  of  the  nation's  oldest  colleges, 
being  founded  In  1808.  My  economics  training  includes  both  masters  (1967) 
•  £1978)  from  Lehigh  University,  Bethlehem,  Pa. 
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It  vas  widely  believed  that  this  practice  destabilized  the 
financial  markets.   In  185B  The  New  York  Clearinghouse  called  for  banishment 
on  Interest  payments  on  demand  deposits.  Although  no  legislation  Immediately 
resulted,   the  National  Banking  Act  of  1863  was  thought  to  take  care  of 
the  problem  of  bank  instability.  Periodic  panics  disproved  this  belief.  Each 
panic  renewed  the  call  for  prohibition  of  interest  payments  on  demand  deposits. 
Again,  no  specific  legislation  resulted,  but  the  Federsl  Reserve  Act,  1913. 
was  an  effort  to  deal  with  the  instability.  The  financial  crisis  which  occoa- 
panled  the  depression  of  the  1930's  was  especially  severe  in  that  a  large 
number  of  banks  failed  (over  9000  from  1930  to  1933).  The  practice  of  paying 
Interest  on  demand  deposits  was  alleged  to  be  a  major  banking  abuse  simply 
because  banks  had  to  undertake  risky  investments  to  cover  the  additional 

The  Glass^Steagall  Act  prohibited,  in  1933,  payment  of  Interest  on 
any  demand  deposits.  But,  as  a  result  of  Post  WW  II  banking  practices, 
interest  has  been  paid,  de  facto,  on  demand  deposits.  As  interest  rates 
rose  generally  demand  deposit  funds  became  increasingly  valuable.  Banks  found 
ways,  institutional  and  innovative,  to  pay  Interest  on  demand  deposits.  Free 
checking,  sweep  accounts,  NOW's,  share  drafts  and  ATS  accounts  were  but  a  few. 

In  I960  Congress  deregulated  some  financial  markets  via  the  DIDKCA 
(The  Depository  Institutions  Deregulation  and  Monetary  Control  Act).  It  did  not, 
strictly  speaking,  remove  the  prohibition  of  interest  payments  on  demand 
deposits  created  47  years  earlier  by  Glass-Steagall.  Rather,  banks  and  thrift* 
were  authorized  to  offer  different  kinds  of  accounts.  Individuals  and  soma 
non-profit  organizations  were  permitted  to  hold  HOWs.  Corporations  and  part- 
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ing  demand  deposits  since  the  1930s.  Economists  generaly  have  four  1 
for  eliminating  the  prohibition.  They  deal  with  the  Issues  of  stabilit 
efficiency,  market  reaction  and  Increased  borrowing  costs. 

First,  there  seems  to  be  little  theoretical  or  practical  ret 
to  believe  that  interest  payments  on  demand  deposits  are  d 
There  is  little  empirical  evidence  that  the  practice  upset 
For  example,  data  for  the  early  1330a  Indicate  that  banks 
of  interest  on  demand  deposits  were  actually  Ibbb  likely  t 
bank. (I)  More  recent  evidence  suggests  the  same  thing.  The  a 
accounts  simply  has  not  borne  out  the  fear  of  instability.  HOWs  and  other 
transaction  accounts  have  proven  to  be,  since  the  middle  1970s,  an  unvolatlle 
source  of  deposits.   In  spite  of  the  Influence  of  record  high  interest  rates 
and  the  vast  disintermediatlon  in  the  1980-82  recession  time  frame,  NOW 
accounts  remained  stable.  The  bulk  of  evidence  on  Interest  earning  demand 
deposits  suggests  no  instability. 

Second,  economists  argue  that  the  prohibition  interferes  with  the 
optimal  allocation  of  resources.  The  attempt  of  any  economic  system  is  to  use 
scarce  resources  with  maximum  efficiency.  This  is  a  desirable  consequence  of 
free  enterprise.  On  the  borrowers  side  of  the  market  the  apparent  interest 
rate  gap  between  large  and  small  business  (3)  is  less  than  an  efficient  situa- 


1  'in  August,  1982,  the  average  rate  for  a  commercial  loan  of  less  than 
525,000  was  13.99Z  while  the  average  rate  for  a  loan  of  more  than  one  million 
dollars  was  only  10.81  1,   quarterly  figures  from  Federal  Reserve  Board.  Wall 
Street  Journal,  Oct.  13,  1983,'  p. 31. 
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tion  of  channeling  funds.   Risk  premiums  aside,  the  rate  differential 
on  that  side  of  the  market  leads  to  leas  than  optimal  resource  allocation. 
In  like  manner,  on  the  lenders  side,  the  effective  rat*  differential  earned 
by  large  and  small  businesses  would  be  eliminated  by  H.E.  3535.  today,  large 
corporations,  with  sophisticated  money  management,  are  able  to  earn  market 
returns  on  transaction  balances.   Current  legislation  limits  smaller  firms 
from  the  same  opportunity.  Again,  this  is  less  than  optimal  efficiency.. 

Third,  prohibitions  are  usually  undermined  by  developments  Id  that 
market  place.  Banks  have  developed  new  practices  which  allow  them  to  avoid 
the  prohibition.  By  providing  additional  services  (eg.  free  checking)  banks 
seemed  willing  to  compete  for  deposits.  Over  time  these  practices  became 
costly.  A  number  of  different  practices  and  arrangements  have  grown  up  In 
the  last  generation  which  look  suspiciously  like  interest  earning  demand 
deposits  for  commercial  banks.  They  have  included,  in  recent  years,  federal 
funds,  repurchase  agreements,  overnight  Eurodollars,  HOHs,  ATS  accounts, 
credit  union  share  drafts,  telephone  drafts  and  sweep  accounts.  (4)  As  a 
result  of  the  practices  noted  above  hanks  have  been  able  to  pay  Interest,  on 
numerous  forms  of  transaction  deposits  to  other  banks  and  large  firms.  All 
that  remains,  semmingly,  It  to  develop  and  efficient  method  of  paying  interest! 
on  small  individual  and  business  accounts. 

Fourth,  there  is  no  doubt  that  the  prohibition  repeal  will  lead  to 
increased  borrowing  costs.  One  can  find  studies  suggetlng  anywhere  from' 
normal  to  abnormal  Increases  In  the  costs  to  banks,  the  major  holdera  of 
demand  deposits.  Rather  than  estimate  the  costs.  It  is  more  Important  here 
to  address  the  concept  of  costs. 

The  coats,  both  to  borrowers  and  lenders,  has  become  more  explicit 
because  of  the  financial  deregulation  of  the  1980's.  Explicit  pricing  In  all 
markets  is  desirable  since  it  eliminates  a  form  of  Indirect  subsidization, 

(4)West,  Robert  Craig,  "The  Depository  Institutions  Deregulation  Act 
of  1960:  A  Historical  Perspective,  in  Kavrilesky,  Thomas  M,  &  Schweiter,  Robert, 
eds,  Contemporary  Developments  In  Financial  Institutions  and  Markets,  1983. 
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A  second  reservation  deals  with  the  future  of  market  shares  for 
demand  deposits.  What  will  happen  to  the  market  when  the  dust  settles  7  One 
can  reasonably  expect  the  commercial  banks  to  make  Inroads  to  the  savings 
market  as  a  result  of  the  proposed  legislation.  The  NOW  experience  demons t rated 
that  commercial  banks  more  than  held  their  own  against  thrifts.   It  was  felt, 
at  the  tine,  that  thrifts  would  gain  an  advantage  by  marketing  the  check-like 
NOW  account.  That  did  not  happen  as  the  New  England  experience  demons  Era  tea.  I 
believe  that  it  is  reasonable  to  assume  that  banks  may  gain  a  stronger  foothold 
for  the  deposit  market.   From  an  economic  viewpoint  the  potential  increase  In 
costs  for  banks  may  be,  at  least  partially,  offset  by  an  Increase  in  market 
share. 
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examines  the  weight  of  the  economic  evidence  (little 
Ity  and  enhanced  efficiency  vs.  Increased  borrowing  costs) 

simple.   Financial  markets  would  be  better  served  by  passage  o 
suggested  that  the  repeal  be  handled  in  an  orderly  way  ao 
hort  term  impact  on  banks  which  currently  hold  large  amounts 

on  the  liability  side.  The  deregulation  of  other  savings 
e  on  October  1,  1983.  H.R.  3535  represents  another  desirable 
egulation  process. 

you  very  much  for  the  opportunity  to  offer  my  economic 
;.  3535  in  writing  far  the  record. 
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House  Banking  Committee 

Subject  i 

H.R.    3535--P«ynent  □£  Id 

Data: 

October  27,    1983 

:  on  Business  Demand  Deposits 


On  behalf  of  the  sore  than  570,00 
National  Federation  of  Independent  Bu 
this  opportunity  to  express  our  views 
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Chen  to  use  professional  cash  management  services.   Services  of  thin 
type  offered  by  Merrill-Lynch  and  other*  generally  require  *  ■Inlaua 
of  $20,000  in  cash,  an  amount  beyond  the  reach  of  Boat  Mill  firm*. 
Thue  suit  corporations  are  prevented  from  achieving  the 

sophisticated  level  of  caah  management  that  la  commonplace  among 
bigger  companies. 

In  this  period  of  deregulation,  it  La  not  clear  why  banks  should 
be  prohibited  from  offering  Interest  on  business  demand  deposits  if 
they  dealre  to  do  so.  H.R.  3535  would  not  require  but  permit  banks 
to  pay  interest  on  business  checking  accounts;  presumably  If  market 
forces  did  not  support  the  concept.  It  would  not  become  a  factor  In 
the  banking  services  Industry. 

Having  aaid  this,  there  are  several  major  concerns  raised  by 
ending  the  prohibition.   It  is  obvious  that  If  banks  begin  paying 
interest  on  a  heretofore  "free"  source  of  funds,  their  costs  will 
increese,  and  there  will  be  pressure  to  pass  those  coats  on  to  cbe 
consumers  of  bank  services.   Hore  then  likely,  this  will  mean  new  or 
higher  fees  or  higher  Interest  rates  on  loans.   We  have  seen  thla 
reeult  rather  dramatically  es  interest  rate  ceilings  have  been 
lifted  on  nearly  ell  type  of  accounts  since  1980.   Interest  rates  on 
smaller  commercial  loans  todey  are  averaging  about  31  above  prime, 
even  though  the  prime  at  ill  Is  61  or  71  above  the  Inflation  rate. 
This  le  due  largely  to  the  fact  Chat  banks  ere  now  paying  up  to  81 
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These  changes  have  hit  small  banks  hardest  because  steal  1  banks 
have  traditionally  had  a  greater  proportion  of  lov  cost  core  deposits 

sources  fron  which  to  raise  funds.  Taken  together  vlth  the  pressures 
of  the  Increased  competition  fron  large  banks  and  financial  conglcn- 
erates  that  result  fron  deregulation  and  lax  regulatory  oversight, 

sat  likely  to  feel  the  adverse  effects  of  U.S.  3535. 
They  clala  that  the  result  will  be  higher  Interest  rates  on  loans  to 

herafore  Che  bill  is  bad  for  small  business. 

HFIB  U  aware  of  this  problem.   Because  our  studies  show  that 


snail  fin 
we  are  int 


stter  service  and  a  better  deal  from  smaller 
in  the  survival  of  snail  banks  aa  part  of  a 


diverse  national  banking  system.  That  is  why  we  would  encourage 
this  conalttee  to  consider  linking  passage  of  U-B.  3535  with  a  bill 
that  requires  Che  Federal  Reserve  to  pay  interest  to  banks  on  the 
hold.   Such  a  Mil  would  mitigate  to  some  extent  the 

achieve  th   end. 

H.R.    3535  would  also  allow  thrifts  to  offer  Interest -paying 
demand  deposit  accounts   to  businesses  other  than  those  with  whoa 
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they  have  ■  lending  relationship.  This  provision  gives  thrifts  the 
ability  to  sjore  actlvaly  and  effectively  pursue  their  new  powers  to 
sake  commercial  loans  and  thua  compete  aote  directly  with  coaaerclal 
banki.  We  bulievo  that  tocreeead  competition  of  this  nature  will  be 
beneficial  to  aaall  firm.  However,  we  are  concerned  that  aueh 
competition  be  carried  on  fairly,  and  thrifts  now  face  more  favorabln 
regulatory,  supervisory  and  tax  treatment  than  do  commercial  banks. 
This  la  a  natter  that  Congress  must  addresa  before  long. 

It  seem  essential  not  to  simply  paae  11. R.  3535  aa  a  pro-small 
business  bill  aa  If  It  existed  In  a  vacuua.  We  cannot  ignore  the 
forces  of  deregulation  that  are  sweeping  the  banking  Industry  and 
may  do  considerable  damage  to  the  ability  of  small  firms  to  obtain 
credit.   In  conjunction  with  paaaage  of  H.R.  3535,  we  would  urge 
thia  coaailttae  to  consider  carefully  the  other  deregulatory 
Initiatives  before  Congreaa  and  the  Impact  they  will  have  on  small 
banks  and  aaall  business.   The  American  Institute  of  Certified 
Public  Accountants  has  stated  before  the  Senate  Snail  Business 
Committee  that  "the  recent  trend  toward  consolidation  within  the 
banking  industry  (has)  had  a  visibly  detrimental  effect  on  snail 
buainess,  and  If  allowed  to  continue  unabated,  this  trend  may  reach 
crlaia  proportions."  HFIB  harbors  the  sane  concern  end  does  not 
wish  to  see  H.R.  3535  raise  the  cost  of  credit  to  small  fins 
substantially  or  become  the  last  nail  in  the  coffin  of  snail  banka. 
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October   3.    1983 


COALITION  OF  COMMUNITY    BANKS  OF   FLORIDA 


Legislation  has  been  introduce 
pemit  the  payment  of  inter 
effect  would  be   to  authorize   I 

bearing  account  alternatives. 
Banks    of    Florida    ("CCB")    to    oppoi 


in    the    House    I HR    35351    and    Senal 
■    payment    of    interest    on    corporate 


demonstrate    why    I 
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the    words    of    Senator   Glass, 
Part    IV  S.4165-5.4166    (1933): 


-sponsor    of     the     bill ,      77    Cong.     Hec 
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[T]he  payment  of  interest  on  demand  deposits. . .hid  gotten  to  be  a 
dangerous  vie*  in  Che  banking  systea  of  this  country.... 
[T]he  payment  of  interest  on  deaaun  deposit!,  a  systea  viciously 
and  partially  administered,  particularly  in  the  great  money 
of  the  country,  had  resulted  in  withdrawing  froa  the 
country  banks  of  the  United  States  millions  upon 
of  dollars  to  the  money  centers,  to  b*  cast  into  the 
a  of  stock   gambling,    and  we  wanted   to   put  a   atop  to   that. 


>ok,  for  various  reasons,  some  of  which  I  have 
rated,  to  put  a  stop  to  this  vice  of  withdrawing  the 
itry   banks    for   speculative   purposes   and   uses    in    tha 


The  saae  danger  exists  today,  as  evidenced  by  tha  funds  siphooed  off 
by  the  money  market  funds.  Although  money  market  deposit  accounts 
for  individuals  were  subsequently  authorized  in  an  effort  to  preserve 
the  stability  of  the  banking  system,  a  great  volume  of  those  funds 
were  never  repatriated  to  the  local  banks  because  of  higher  rates 
offered  by  regional  and  money  center  banks.  How  Congress  is  being 
ssked  to  create  the  same  interest  rate  competition  for  corporate 
demand  dp posit  accounts,  even  though  there  has  been  no  showing  by  any 
party  that  corporations  and  other  business  entities  expect  or  require 
unlimited  third  party  payment  privileges  in  respect  to  the  funds 
which  they  have  traditionally  held  in  money  market  fund  shares.  To 
the  contrary,  a  memorandum  by  the  staff  of  the  Depoai  furies 
Institution  Deregulstion  Committee  ("DIDC")  to  the  DIDC,  dated 
November  10,  1982  in  Appendix  D  thereof,  summarizes  the  results  of  a 
joint  survey  of  the  Federal  Reserve  and  the  Investment  Company 
Institute  which  concluded  that;  (a)  less  than  one-fifth  of  the 
non-household  investors  holding  shares  in  money  market  fund*  even 
have  the  authority  to  write  checks  on  the  funds;  (b)  investor* 
holding  851   of   the   total   money   fund   shares   did   not   write   any   checks, 
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and  (c)  Che  average  turnover  rate  an  money  market  funds 
to  three  tinea  compared  to  the  190  plus  turnover  rat 
deposits  outside  Neu  York  City.  These  findings  also  cor 
a  survey  of  its  corporate  customers  conducted  by  one  c 
comprising,  the  CCfi  which  indicated  that,  without  excel 
customers  regarded  their  holdings  of  money  market  f 
investment  alternative  to  other  money  market  ins t rumen: 
certificates  of  deposit  or  repurchase  agreements,  am 
substitute  for  their  checking  account.  Indeed,  not  a 
customer    surveyed    had    closed    its    checking    account    or    dii 

market  mutual  fund.  Accordingly,  both  the  evidence  add 
DIDC  staff  and  the  CCB  bank  would  strongly  indicate  that 
'ivilegea     are    not     relevant     to     [he     decisions     | 


introduction    uoulc 


the       proposed 


and   would   auffer    cal 


itones     of    our     Iocs 


ely    affect    the 


ngs  of  all  banks.  Small  and 
ly  enjoyed  relatively  high 
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conservative  assumption*.  An  analysis  has  been  nude  of  the  probable 
effect  upon  one  CCB  bank  should  the  legislation  become  effective  and 
such  analysis  indicates  a  150  percent  decline  in  income  before  taxes 
and  securities  transactions.  The  result  to  the  CO  bank  should 
represent  a  reasonable  proxy  for  ssall  and  tedium  sized  banks  as  a 
vhale.  In  these  perilous  times  of  record  bankruptcies,  unprecedented 
international  financial  strains  and  rising  levels  of  problem  loan*  on 
the  booka  of  the  nation's  banking  ayatem,  it  seems  incongruous  that 
the  members  of  the  didc,  some  of  whom  are  the  very  officials  charged 
with  the  responsibility  of  maintaining  the  safety  and  soundness  of 
that  system,  would  seriously  support  a  proposal  so  destructive  of  its 
fundamental  profitability. 

In  response  to  the  arguments  about  the  adverse  effect  the  legislation 
would  have  on  the  earnings  of  aost  banks,  the  DIDC  says  that  the 
banks  will  introduce  ways  to  eliminate  or  mitigate  the  impact.  If 
the  DIDC  is  correct,  the  reason  will  be  that  banks  will  choose  to 
offset  their  increased  interest  expense  resulting  from  the 
legislation  either  by  spreading  those  costs  over  their  entire 
customer  base  (thereby  resulting  in  higher  charges  to  the  typical 
consumer)      or      by      significantly       increasing      charges       to      corporate 

charges  on  to  their  customers,  ultimately  the  consumer).  If  the  DIDC 
is  mistaken  about  the  impact  of  the  legislation  on  the  banks  and  the 
increased  expense  is  not  passed  on  to  the  consumer,  the  result  will 
be  the  weakening  or  failure  of  an  unscceptable  number  of  local  and 
regional  banks   and   the   survivors  will   be   the  money  center  banks  which 
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historically  have   been    purchasers    of  high    cost    fund! 


The  Coalition  of  Community  Banks  respectfully  requests  youi 
opposition  to  the  proposed  legislation  for  the  protection  of  th« 
local    and   regional   banks   and   consumers    everywhere. 
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Coalition   of  Community    Banks    of    Florida 

<000)* 

Florida   Commercial    Bank*,    Inc. 
950   S.W.    57  Ave.,    Miami    FL      33144 

I     577.379 

Intercontinental    Bank  Holding  Co.    Inc. 
5880   Bird  Road,   Miami  FL     33155 

4*4,838 

Pan  American  Banks   Inc. 

150  S.E.  Third  Ave.,   Hiaai  FL     33131 

1,056,964 

ToCalbank  Corporation   of  Florida 
2730   Coral   Way,    Miami   FL      33145 

131,170 

United  Bankiharea,   Inc. 

1399  S.W.   First  Ave.,    Miami  FL     33130 

140,472 

J  2, 350, 82 3 

*As  of  March   31,    1983 
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STATEMENT  OF  THE  COALITION  OF  COMMUNITY  BANKS  OF  FLORIDA 

The  coalition  of  community  Banks  of  Plorida  is  a  group  of  five 
banks  located  in  that  state  formed  for  the  purpose  of  opposing  any 
change  in  federal  law  that  would  permit  the  payment  of  interest  by 
banks  on  demand  deposit  accounts  maintained  by  commercial  depositors. 
The  coalition  of  Community  Banks  of  Florida  consists  of  pan  American 
Banks,  Inc.,  Florida  Commercial  Banks.  Inc.,  Intercontinental  Bank 
Holding  Company,  Inc.,  Totalbank  Corporation  Of  Florida,  and  United 
Bank  Shares,  Inc. 

Formed  in  response  to  the  introduction  of  H.R.  3535,  the 
"Demand  Deposit  Equity  Act  of  1983,"  and  H.R.  3895,  the  'Demand 
Deposit  Deregulation  Act,"  the  Coalition  takes  a  position  of  oppo- 
sition to  these  bills  consonant  with  the  position  taken  by  the 
Independent  Bankers  of  Florida.   During  the  hearing  held  October 

and  insurance  of  the  House  Committee  on  Banking,  Finance  and 
Urban  Affairs,  the  Coalition's  existence  and  views  were  noted  for 
the  record  by  Subcommittee  witness  Noel  R.  BStep,  President  of 
the  Southwest  National  Bank  of  Wichita,  Kansas,  who  appeared  as  a 
representative  of  the  Independent  Bankers  Association  of  America. 


ind  depo: 

jislatior 

dually. 


the  safety  of  the  nat 

ionwide  banking  system  and  to  consumers  in 

tion  of  Community  Banks  of  Florida  apposes 

this  legislation. 

In  1933  Congress 

.  decreed  that  no  interest  should  be  paid  on 

demand  deposit  accour 

its  (Section  19(1)  of  the  Federal  Reserve  Act; 

12  U.S.C.  Section  37] 

(a).   This  action  was  taken  to  stem  the  flow 

of  deposits  from  the 

"country"  banks  to  the  "money  center"  banks. 

thereby  jeopardizing 

the  future  of  the  banking  system  at  the  local 

of  senator  Glass,  co-sponsor  fo  the  bill,  77 

Cong.  Rec.  Part  IV  S. 

4165-5.4166  (1933): 

(T)he  payment  oi 

:  interest  on  demand  deposits. . .had  gotten 

to  be  a  dangeroi 

is  vice  in  the  banking  system  of  this 

:ly  in  the 

or  country  banks  of  the  United  States 
of  dollars  to  the  money  centers,  to 
.roin  of  stock  gambling,  and  we  wanted 
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...We  undertook,  for  various  reasons,  some  of  which  I 
have  already  enumerated,  to  put  a  stop  to  this  vice 
of  withdrawing  the  money  of  country  banks  for  specu- 
lative purposes  and  uses  In  the  money  centers.,.. 

The  same  danger  exists  today,  as  evidenced  by  the  funds 
siphoned  off  by  the  money  market  funds.   Although  money  narket 
dnposit  accounts  for  individuals  were  subsequently  authorized 
in  an  effort  to  preserve  the  stabllilty  of  the  banking  system,  a 
great  volume  of  those  funds  were  never  repatriated  to  the  local 
banks  because  of  higher  rates  offered  by  regional  and  money 
center  banks.   Now  Congress  is  being  asked  to  create  the  sane 

corporate  demand  deposit  accounts, 
showing  by  any  party  that  corpora- 
tions ana  otner  Dusiness  entitles  expect  or  require  unlimited 
third  party  payment  privileges  in  respect  to  the  funds  which 
they  have  traditionally  held  in  money  market  fund  shares.   To 
the  contrary,  a  memorandum  by  the  staff  of  the  Depositories 
Institution  Deregulation  Committee  ("DIDC")  to  the  DIDC,  dated 
November  10,  1982,  in  appendix  D  thereof,  summarizes  the  results 
of  a  joint  survey  of  the  Federal  Reserve  and  the  Investment 
Company  institute  which  concluded  that  :   (a)  less  than  one-fifth 
of  the  non-household  investors  holding  shares  in  money  market 
funds  even  have  the  authority  to  write  checks  on  the  funds;  (b) 
investors  holding  35*  of  the  total  money  fund  shares  did  not 
write  any  checks;  and  (c)  the  average  turnover  rate  on  money 
market  funds  is  only  two  to  three  times  compared  to  the  190  plus 
turnover  rate  on  demand  deposits  outside  New  York  City. 

These  findings  also  correspond  with  a  survey  of  its  corporate 
customers  conducted  by  one  of  the  banks  in  the  Coalition  of 
Community  Banks  indicated  that,  without  exception,  these  customers 
regarded  their  holdings  of  money  market  funds  as  an  investment 
alternative  to  other  money  market  instruments,  such  as  certificates 
of  deposit  or  repurchase  agreements,  and  not  as  a  substitute  for 
their  checking  account,   indeed,  not  a  single  such  customer  surveyed 
had  closed  its  checking  account  or  diminished  the  use  of  the  account 
simply  by  reason  of  holding  shares  in  a  money  market  mutual  fund. 
Accordingly,  both  the  evidence  adduced  by  the  DIDC  staff  and  the 
Coalition  of  Comunity  Banks  member  bank  would  strongly  indicate 
that  third  party  payment  privileges  are  not  relevant  to  the  decisions 
of  corporate  customers  to  hold  shares  in  money  market  funds. 

At  this  point  it  is  clear  that  an  interest  bearing  demand 

'  the  corporate  customer  and  that 

'Struction  of  the  country  banks 

:  our  local  communities.   In 

i  would  be  economically  unwise. 
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banks.   Small  and  regional  banks,  which  have  historically  enjoyed 
relatively  high  proportions  of  these  Interest  free  accounts,  would 
be  most  affected  and  would  suffer  catastrophic  earnings  declines, 
even  under  the  most  conservative  assumptions.   An  analysis  has  bean 
made  of  the  probable  effect  upon  one  Coalition  of  Community  Banks 
member  bank  should  the  legislation  become  effective  and  such  analysis 
indicates  a  ISO  percent  decline  in  income  before  taxes  and  securities 
transactions.   The  result  to  the  Coalition  of  Community  Banks  member 
bank  should  represent  a  reasonable  proxy  for  snail  and  medium  sized 
banks  as  a  whole.   In  these  perilous  tines  of  record  bankruptcies, 
unprecedented  international  financial  strains  and  rising  levels  of 
problem  loans  on  the  books  of  the  nation's  banking  system,  it 
seems  incongruous  that  the  members  of  the  DIDC,  some  of  whom  are  the 
very  officials  charged  with  the  responsibility  of  maintaining  the 
safety  and  aoundness  of  that  system,  would  seriously  support  a  pro- 
posal so  destructive  Of  Its  fundamental  profitability. 

In  response  to  the  arguments  about  the  adverse  effect  the  legis- 
lation would  have  on  the  earnings  of  most  banks,  the  DIDC  says  that 
the  banks  will  introduce  ways  to  eliminate  or  mitigate  the  impact.   If 
the  DIDC  Is  correct,  the  banks  will  choose  to  offset  their  increased 
interest  expense  resulting  from  the  legislation  either  by  spreading 
those  costs  over  their  entire  customer  base  (thereby  resulting  in 
higher  charges  to  the  typical  consumer)  or  by  significantly  increasing 
charges  to  corporate  customers  (who  in  turn  will  have  little  choice 
but  to  pass  those  charges  on  to  their  customers,  ultimately  the 

iraer) .   If  the  DIDC  is  mistaken  about  the  mpact  of  the  legislation 
e  banks  and  the  increased  expense  is  not  passed  on  to  the  customer, 
esult  will  be  the  weakening  or  failure  of  an  unacceptable  number 
■cal  and  regional  banks  and  the  survivors  will  be  the  money 
■r  banks  which  historically  have  been  purchasers  of  high  cost 
to  support  their  diverse  and  sometimes  questionable  international 
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DEPOSITORY  INSTITUTIONS  DERECULATIOTV  COMMITTEE 


The  Depository   Institutions   Deregulation  Committee  recent: 
considered  the  question  of  whether  and  to  what  extent  interest- 
bssrlng  transect  on  accounts  should  be  side  available  by 
depository      nstitutlona  to  awambers  of   the  public  not  eligible 
to  hold  MOV  accounts.      In   connection  with  this  discussion,    the 

trsnssctionsl  nonay  market  depos  t  account        MHDA  and    (3) 

there   should  cont    nue   to  be  a  ststutory  prohibition  against 
paying     ntersst  on  demand  deposits  by  Federally-Insured 
depository      nstltutlona.      While   the  Committee   is   of   the   view 
that    It   can  authorise   a   fully  transactional  MHDA     others 
question  the  Committee's  authority  in  light  of  the  statutory 

order   to  eliminate   the  potential   for  protracted   litigation, 
the  Committee  determined   to  present  the   issue  ol  paying 
interest  on  demand   deposits   to  Congress. 

The  Committee  concluded  that  this  statutory  prohibition 
Is  no  longer   Just  fled  and  rscoemends  that  depository  Institu- 
tions   be  permitted  to  pay    interest  on  demand  deposits.      An 
extensive   anal, us  of  the   lesue  of   payment  of    interest  on 
demand    deposits    »ai    undertaken    by    the    Ccrami  [tat'l    staff.      A 
copy  of   this   study   is  enclosed   for  your  Information.      The 
study  concludes   that   the  arguments   for  prohibiting  the  payment 
of   interest  on  demand  deposits    In  the    1930s  appear  to  have 
1   ttle  validity   today.      In   this  regard,   certain  developments 

prohibition,    such   as    (1)    implicit   Interest  payments   on  demand 
depoe    ts  through   the  provision  of  customer   service*  •    ther 
tree  or  at  lees  below  cost,    11)  market  development  of  close 

demand  deposit  substitutes  that  earn    Interest    (e.g.,    money 
market  mutual  funds  and  sweep   accounts!,    and    (31    legislative 
and  regu   story  changes  to  permit   explicit    intsrest-bsarlng 
transaction  accounts  that  are   legally  distinct   from  demand 
deposit*. 

Since  many  transactions  balances  Sam  closs  to  a  msrkst 

return  either    Implicitly  or  explicitly     ve  believe   that  the 
cost   implications   for  depository    institutions  of    tne  removal 
Of   the   prohibition  against   the  payment  of    interest  on  demand 
deposits  would  Be   at  unageable   site  and  largely   temporary' 
Although   soma  depositors  with  active  accounts  might   be 
disadvantaged,    depositors   On  average  would  tend   to  benefit 
from  permitting  the  payment  of   Interest  on  demand  depos  ts. 
On  bale nee,    it  seem*   that   Interest  bee ring    demand  depos  ts 
would  result    In  a  sera   efficient  allocation  of  the  e 
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The    removal    ot    the    prohibition   of    peymer, 
in  demand  deposits  without  authority   to  limit 
>rior   to  March   31,     1936,    would    diminish    tha  effect: 
:ha  present    ceiling    on  HOW  accounts   of    less   than    $2,500 
tall   aa  On  passbook    savings   accounts   sine*   depositors 
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demand  da  pot 
tha  DIDC  aut 
less  than  s; 
rates  permit 
assure  compe 


in  sailing  free  demand  deposits, 
:   tha  prohibition  against   payment  of    interest  or 
.ta    is    removed,    the   Congress   nay    wish    to  give 
lorlty   to  apply  ceilings  to  demand  deposits  o£ 
SOD  until   March    31,    1986,    at    the   same    ceiling 
:ed   for  Now  accounts  and  ATS  accounts    in  order  I 
:itive   equity    for  these  accounts. 


Of 


the    Committee    is    also  of   the    view   that   the   currant    statutory 
liranant   that    it  hold  quarterly  Beatings   should  be  removed. 

actions   Of    the   Committee    to   data,    including    the   creation 
:he  Money   Market  Deposit  Account,    have   gone  a  long  way 
ird  achieving   the  committee's  objective  of  providing   for 
I   orderly   phaaaout  and  ultimata    elimination   of*   all    interest 
i  ceiling*.      In   tact,    by  October  1,    1983,    there  will  be  no 

ings    on  all    new  or   renewed   time    deposits   with  maturities 
■ore  than   31   days. 


The  Committee  believes  that  the  remaining  actions 
complete  the  deregulation  process  may  be  accomplished  ■ 
mandatory  quarterly  meetings;  rather,  the  Committee  car 
schedule  meetings  as  required  by  events.  This  would  pi 
the  Committee  additional  flexibility  in  completing  its 
Therefore,  the  committee  requests  Congress  to  repeal  tr 
requirement   that    It  hold  public  meetings   at   least  quart 
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